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THE  EROSION  OF  THE  AMERICAN  DREAM 


WEDNESDAY,  MARCH  13,  1996 

House  of  Representatives, 

Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  call,  at  10:05  a.m.  in  room  210, 
Cannon  House  Office  Building,  Hon.  John  R.  Kasich  (chairman  of 
the  committee)  presiding. 

Members  present:  Representatives  Kasich,  Smith  of  Texas,  Bass, 
Miller,  Allard,  Largent,  Radanovich,  Kolbe,  Shadegg,  Smith  of 
Michigan,  Lazio,  Shays,  Sabo,  Orton,  Stenholm,  Doggett,  Slaugh- 
ter, Pomeroy,  Olver,  Meek,  and  Rivers. 

Chairman  KASICH.  OK.  We  are  going  to  get  started. 

Let  me  welcome  this  morning  June  O'Neill  and  her  able  deputy 
there,  Paul  Posner.  He  is — well,  I  shouldn't  say  that.  I  can't  keep 
all  of  you  folks  straight.  He  is  with  GAO — I  am  sorry.  Mr.  Bowsher 
couldn't  make  it.  He  has  been  trying  to  call  me,  by  the  way.  Tell 
him  he  could  have  seen  me  here  today,  had  he  shown. 

I  am  glad  to  welcome  June  as  well.  I  hope  we  are  not  going  to 
have  extensive  opening  statements  because  we  have  next  up — and, 
June,  you  may  actually  want  to  stay  for  it,  if  you  can — to  hear  Mr. 
Howe  and  Mr.  Kotlikoff,  because  I  think  they  are  going  to  have 
some  very  illuminating  testimony. 

I  believe  the  issue  of  generational  accounting  and  the  future  of 
where  we  are  going  in  this  country  and  what  is  happening  to  young 
people  and  what  are  their  prospects  for  the  future  is  one  of  the 
most  important  things  that  we  can  cover.  I  know  we  have  a  bunch 
of  charts,  but  they  have  all  disappeared  so  I  don't  have  to  use 
them. 

But  when  you  look  at  Medicare,  which  is  the — Medicare  is  kind 
of  the  first  alarm  about  the  problems  that  we  are  going  to  have 
from  a  generational  point  of  view.  Just  the  arithmetic  of  who  is 
going  to  pay  the  bills  for  those  that  get  the  benefits  gets  to  be  an 
excruciatingly  difficult  situation. 

In  addition  to  that,  of  course,  what  we  have  seen  happen  in  this 
country  is  a  shifting  and  a  lessening  of  the  national  savings  rate 
from  savers  to  spenders,  and  when  we  shift  from  saving  to  spend- 
ing, we  are  all  worried,  and  I  know  Mr.  Sabo  has  been  very  con- 
cerned about  the  issue  of  wage  stagnation. 

But  as  you  shift  from  a  nation  that  moves  from  savings  to  spend- 
ing— this  is  why  the  presidential  candidates  don't  talk  about  this, 
because  it  takes  some  explanation,  but  you  lose  your  savings  rate — 
when  you  have  a  low  national  savings  rate,  you  have  very  little  in- 
vestment, and  very  little  investment,  in  a  nutshell,  means  that 
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when  you  have  my  dad,  who  was  a  mailman,  not  having  a  com- 
puter next  to  his — well,  a  mailman  wouldn't  be  a  good  example,  but 
if  my  dad  worked  in  a  factory  and  you  don't  get  the  computer  next 
to  my  dad  to  make  him — to  give  him  higher  productivity,  he  can't 
compete,  and  when  he  can't  compete,  either  his  job  is  at  risk  or  his 
wages  stagnate,  and  until  we  begin  to  fix  this  problem  of  transfer- 
ring resources  in  this  country  from  savers  to  consumers,  we  are  not 
going  to  solve  the  problem  of  stagnant  wages  and  we  are  not  going 
to  solve  the  problem  of  disappearing  jobs  in  America. 

In  addition,  of  course,  you  have  the  pure  arithmetic  of  what  is 
going  to  happen  to  very  young  people  in  this  country  when  it  comes 
time  for  them  to  enter  the  work  force  to  support  a  bunch  of  baby 
boomers,  like  Mr.  Kotlikoff  and  Mr.  Howe  and  Mr.  Smith  and  me, 
because  we  will  be  pounding  the  table  saying,  "I  want  my  Maypo, 
and  somebody  is  going  to  have  to  pay  for  it." 

So  we  have  a  lot  of  challenges  out  there,  and,  to  me,  this  is  one 
of  the  most  important  issues  of  the  21st  century. 

I  am  glad  we  have  a  chance  to  hear  from  our  two  expert  wit- 
nesses. And,  Mr.  Posner,  as  far  as  I  am  concerned,  you  are  June 
O'Neill's  deputy,  at  least  in  this  committee  room,  because  she  is  in 
charge  of  a  whole  lot  of  things.  We  look  forward  to  your  testimony. 

At  this  point  I  would  like  to  recognize  Mr.  Sabo  for  any  com- 
ments he  may  have  and  then  get  right  into  the  testimony. 

Martin. 

Mr.  Sabo.  Well,  thank  you,  Mr.  Chairman. 

June,  Paul,  welcome  to  the  committee.  I  look  forward  to  hearing 
your  testimony  and  other  witnesses. 

The  subject  interests  me.  I  find  the  context  sort  of  strange  today, 
as  a  major  battle  goes  on  in  the  Congress,  whether  we  should  cut 
programs  like  Title  I  and  Head  Start  and  summer  youth  programs, 
jobs  programs  for  kids,  and  we  are  told  we  should  cut  those  pro- 
grams in  the  name  of  some  concept.  I  don't  understand  what. 

Clearly,  the  big  losers  are  the  kids  of  today.  Clearly,  we  have  to 
deal  with  the  long-range  funding  problems  of  our  retirement  pro- 
grams and  health  care  programs.  They  also  reflect  problems  that 
we  have  to  deal  with  in  general  in  society.  The  problem  of  escalat- 
ing health  care  costs  has  not  only  impacted  our  ability  to  deal  with 
those  that  are  funded  through  government  but  also  those  that  are 
funded  through  the  private  sector. 

Let  me  also  suggest,  I  think  the  question  of  how  we  deal  with 
the  savings  rate  is  a  legitimate  question,  but  my  concern  is — and 
most  often  I  find  savings  concerns  are  simply  a  code  word  for  sug- 
gesting that  we  change  the  tax  system  so  that  those  who  have  the 
most  in  our  society  pay  less  and  those  who  have  the  least  pay 
more — how  the  tax  system  is  structured. 

Let  me  also  suggest  that  the  great  movement  to  move  more  of 
the  tax  burden  back  to  State  and  local  government  is  to  move  that 
tax  burden  back  to  a  system  where  the  greatest  reliance  is  on  rais- 
ing money  from  people  who  have  less  of  it. 

I  had  a  recent  interesting  analysis  of  my  home  State  of  Min- 
nesota, where  total  income  was  divided  in  tenths,  and  it  was  inter- 
esting to  look.  We  are  a  State  with  a  significant  income  tax,  and 
every  tenth  represents  about  $7.5  billion  worth  of  income. 


Clearly,  the  top  tenth — incidentally,  that  was  only  a  little  over 
9,000  households,  had  10  percent  of  the  income  in  our  State.  They 
paid  significantly  more  in  income  taxes.  But  when  you  start  looking 
at  other  taxes,  the  State  sales  tax,  that  bottom  tenth  of  income 
paid  several  times  more  than  the  top  tenth  did  as  a  percent  of  total 
income  in  sales  tax.  This  is  also  true  of  excise  taxes  and  it  is  also 
true  of  property  taxes. 

So  we  need  to  be  aware  of  this  as  we  hear  all  of  these  discussions 
about  going  to  consumption-based  taxes.  In  many  ways  they  are 
simply  a  method  of  transferring  tax  burden  from  the  most  affluent 
to  those  struggling  the  most  to  get  by  in  our  society. 

And  I  think  as  we  talk  about  generational  differences,  we  should 
also  look  at  where  sources  of  income  are.  We  tend  to  tax  most  heav- 
ily in  this  country  all  income  earned  from  work,  and  there  appears 
to  be  a  great  movement  today  to  exempt  unearned  income  from 
taxation. 

I  suspect  if  one  looks  at  who  has  unearned  income  versus  who 
has  income  from  work,  you  will  discover  that  the  proportion  of  in- 
come from  wages  earned  by  younger  people  is  substantially  higher 
than  it  is  for  older  people. 

So  as  you  visit  about  the  issue,  and  describe  where  expenditures 
go,  I  hope  you  also  keep  in  mind  the  question  of  where  revenues 
come  from,  particularly  as  our  structure  combines  the  local,  State, 
and  Federal  tax  system  in  this  country. 

Mr.  Chairman,  I  look  forward  to  hearing  from  our  witnesses. 

Chairman  Kasich.  Fire  away.  June,  you  go  ahead  first. 

STATEMENTS  OF  JUNE  E.  O'NEILL,  DIRECTOR,  CONGRES- 
SIONAL BUDGET  OFFICE;  AND  PAUL  POSNER,  DIRECTOR  OF 
FEDERAL  BLTDGET  ISSUES,  GENERAL  ACCOUNTING  OFFICE 

STATEMENT  OF  JUNE  E.  O'NEILL 

Ms.  O'Neill.  Mr.  Chairman  and  members  of  the  committee,  I  am 
very  glad  to  be  here  today  to  discuss  the  sustainability  of  our  cur- 
rent budgetary  policies  in  the  long  term.  It  is  an  issue  that  can  eas- 
ily be  overlooked  in  the  usual  budget  focus  on  the  next  year  or  even 
the  next  10  years. 

With  your  permission,  I  will  submit  my  written  statement  for  the 
record  and  summarize  my  comments,  I  hope  briefly,  but  this  is,  as 
you  have  mentioned,  Mr.  Chairman,  a  complicated  subject. 

My  main  point  is  that  although  the  budget  deficit  may  appear 
relatively  benign  at  present,  the  future  consequences  of  our  current 
policies  provide  ample  reason  for  concern.  If  no  changes  are  made 
in  policy.  Federal  spending  on  entitlements  will  begin  to  escalate 
sharply  in  another  15  years,  propelled  by  the  retirement  of  the 
baby  boomers. 

The  Federal  deficit  would  mount,  but  financing  the  expected 
growth  in  spending  entirely  through  borrowing  would  eventually 
cease  to  be  an  option  because  the  burden  of  debt  implied  by  that 
course  would  wreak  havoc  on  the  economy.  A  change  in  budgetary 
policies  is  therefore  inevitable,  or,  put  differently,  current  policy  is 
unsustainable. 

Wide  agreement  exists  on  this  conclusion,  whether  it  comes  from 
the  work  of  the  Entitlement  Commission,  the  General  Accounting 


Office's  deficit  projections,  the  work  of  independent  scholars  such 
as  Alan  Auerbach  and  Larry  Kotlikoff,  or  from  the  Congressional 
Budget  Office's  [CBO's]  own  work. 

The  basic  source  of  the  Nation's  long-term  budget  problem  is  de- 
mographic. Between  1995  and  the  year  2030,  the  population  that 
is  65  years  old  and  older  will  more  than  double.  This  rapid  increase 
in  the  retired  population  stems  from  two  factors. 

First,  the  huge  baby  boom  generation  born  between  1946  and 
1964  will  reach  retirement  age  starting  around  2010.  Second,  peo- 
ple are  living  longer.  In  1970,  the  average  person  was  expected  to 
live  about  71  years;  by  1990,  the  average  life  span  had  increased 
to  75  years;  and  by  2010,  it  is  expected  to  increase  to  almost  78 
years. 

As  the  baby  boomers  retire,  the  growth  of  the  labor  force  is  ex- 
pected to  slow  significantly,  in  part  because  a  baby  bust  followed 
the  baby  boom.  Projections  of  the  Social  Security  Administration 
indicate  that  growth  in  the  labor  force  will  slow  from  the  rate  of 
1.9  percent  a  year — and  that  was  attained  between  1960  and 
1989 — down  to  only  0.2  percent  growth  rate  between  2010  and 
2030. 

Both  the  outlay  and  revenue  sides  of  the  Federal  budgetary  ledg- 
er will  be  strained  as  the  baby  boomers  retire.  Government  outlays 
will  surge  as  the  number  of  people  eligible  to  receive  Social  Secu- 
rity, Medicare,  and  Medicaid  shoots  up.  At  the  same  time,  revenues 
will  be  squeezed  because  the  number  of  people  working  and  paying 
taxes  will  grow  more  slowly. 

Moreover,  if  spending  per  beneficiary  on  Medicare  and  Medicaid 
continues  to  grow  faster  than  the  economy,  the  Federal  costs  of  fi- 
nancing these  health  care  programs  for  the  elderly  would,  indeed, 
grow  at  an  extraordinarily  rapid  pace. 

Several  studies  have  addressed  the  question  of  what  would  hap- 
pen if  our  current  tax  and  spending  policies  were  left  unchanged 
as  we  confront  the  greying  of  the  population.  The  studies  vary  in 
the  techniques  used  and  the  aspects  of  the  problem  that  they  high- 
light. 

One  approach  developed  by  Alan  Auerbach  and  Larry  Kotlikoff 
focuses  on  how  budgetary  policy  distributes  resources  across  gen- 
erations, using  a  system  of  generational  accounts.  The  accounts 
summarize  the  burdens  on  a  generation  by  calculating  the  present 
value  of  expected  lifetime  net  tax  rates — net  tax  rates  being  taxes 
minus  transfers.  The  accounts  estimate  the  burdens  on  current 
generations;  that  is,  those  who  are  alive  today,  and  on  the  whole 
set  of  future  generations,  those  who  are  not  yet  bom. 

With  respect  to  the  generations  alive  today,  the  accounts  show 
that  lifetime  net  tax  rates  increased  somewhat  between  the  genera- 
tions bom  in  1900  and  those  born  in  1950  but  have  remained  about 
the  same  for  generations  bom  since  1950. 

But  the  accounts  find  that  the  generations  not  yet  born  will  have 
a  considerable  tab  to  pick  up.  In  fact,  these  generations  in  the  fu- 
ture would  face  a  net  tax  burden  of  more  than  80  percent  compared 
with  the  34-percent  burden  of  babies  bom  this  year.  Thus,  if  we  go 
far  enough  out  into  the  future,  the  burden  cannot  be  shifted  any 
more.  Either  benefit  rates  would  have  to  be  reduced  or  tax  rates 


increased.  Alternatively,  net  tax  rates  will  have  to  be  increased  for 
those  alive  today. 

This  is  one  way  to  say  that  current  U.S.  budget  policy  is  not  sus- 
tainable. 

For  a  more  detailed  discussion  of  generational  accounts,  I  would 
refer  you  to  the  CBO  study  of  last  November  entitled,  "Who  Pays 
and  When:  An  Assessment  of  Generational  Accounts." 

Another  way  to  examine  the  sustainability  of  U.S.  budget  policy 
is  to  model  its  economic  and  budgetary  implications  on  varying  as- 
sumptions about  future  economic  and  demographic  conditions.  Un- 
like the  generational  accounts,  this  approach  focuses  on  intertem- 
poral change  and  therefore  can  give  a  rough  indication  of  when 
budget  imbalances  would  begin  to  create  severe  economic  problems. 

At  the  request  of  Senator  Domenici,  CBO  has  developed  a  model 
for  studying  the  economic  effects  of  budget  imbalances,  and  the  re- 
sults will  be  presented  in  our  upcoming  annual  report. 

In  brief,  CBO's  analysis  also  shows  that  current  tax  and  spend- 
ing policies  are  unsustainable.  At  present,  the  budget  has  a  pri- 
mary surplus  of  about  $70  billion,  but  that  is  not  quite  enough  to 
keep  the  debt  from  rising  slightly  in  relation  to  gross  domestic 
product  [GDP]  between  2000  and  2005.  I  am  talking  here  about  the 
primary  surplus;  that  is,  excluding  from  spending  any  interest  pay- 
ments. 

Moreover,  in  time,  the  current  primary  surplus  is  projected  to 
give  way  to  growing  primary  deficits  as  expenditures  on  entitle- 
ments and  discretionary  programs  outstrip  receipts.  By  2020,  the 
debt  would  reach  well  over  100  percent  of  GDP  and  would  continue 
to  rise  sharply  after  that. 

The  increase  in  debt  would  displace  capital  and  start  a  spiral 
leading  to  even  higher  interest  rates,  lower  growth  rates,  further 
acceleration  of  the  debt,  and  so  on.  In  the  end,  unconstrained 
growth  of  Federal  debt  could  put  an  end  to  the  upward  trend  in 
real  income  that  the  United  States  has  so  long  enjoyed. 

Of  course,  all  long-term  projections  rest  on  uncertain  and  argu- 
able assumptions,  but  our  qualitative  conclusions  hold  under  a 
wide  range  of  plausible  conditions.  In  fact,  extensive  analysis  by 
CBO  suggests  that  current  budget  policy  remains  unsustainable, 
even  under  optimistic  assumptions,  including  favorable  demo- 
graphic trends  and  historically  high  rates  of  the  growth  of  produc- 
tivity. Thus,  the  chances  that  the  long-term  budget  problem  would 
solve  itself  are  virtually  nil. 

There  are  many  possible  ways  to  help  resolve  the  policy  dilem- 
mas posed  by  the  aging  of  the  population  and  the  growing  Federal 
costs  of  health  programs.  One  overarching  concern  should  be  ad- 
dressed, and  that  is  the  issue  of  timing. 

The  Federal  deficit  has  been  brought  down  substantially  from  its 
level  in  the  late  1980's  and  is  now  low  relative  to  that  of  many 
other  developed  countries.  But  this  is  a  temporary  phenomenon 
that  should  not  lull  people  into  believing  that  no  problem  exists. 

The  pressures  of  demographics  and  rising  health  costs  will  be- 
come severe  in  just  a  few  years.  Delaying  action  on  the  looming 
budget  problem  would  increase  the  ultimate  cost  of  constraining 
the  growth  of  the  Federal  debt.  Because  delay  increases  the  total 


amount  of  debt  outstanding,  it  leads  to  smaller  capital  stocks  and 
lower  levels  of  output  than  would  otherwise  be  possible. 

There  are  other  reasons  not  to  delay  in  attacking  this  problem. 
If  changes  in  entitlements  are  to  be  part  of  the  solution,  concern 
for  both  equity  and  efficiency  suggests  that  changes  be  enacted  well 
before  they  are  to  be  carried  out. 

Entitlement  programs  for  the  elderly  are  generally  viewed  as 
long-term  commitments  between  the  government  and  the  citizenry, 
and  people  have  structured  their  behavior  on  the  basis  of  current 
provisions.  Adequate  advance  notice  of  any  future  changes  in  such 
programs  would  give  people  time  to  plan  and  adjust  their  behavior 
accordingly. 

Such  policy  decisions  could  go  a  long  way  toward  solving  the 
problem  of  unsustainability  even  though  their  effects  on  the  budget 
would  not  show  up  until  much  later.  Thus,  it  is  necessary  to  main- 
tain a  long  view  in  considering  policy  options. 

This  is  not  to  say  that  long-term  analysis  is  a  substitute  for  the 
standard  short-term  considerations  of  budget  policy,  but  in  many 
instances  the  long-term  implications  of  budget  decisions  are  a  nec- 
essary complement  to  the  standard  analysis. 

Thank  you. 

[The  prepared  statement  of  June  E.  O'Neill  follows:] 

Prepared  Statement  of  June  E.  O'Neill,  Director,  Congressional  Budget 

Office 

Mr.  Chairman  and  members  of  the  committee,  I  am  very  glad  to  have  the  oppor- 
tunity to  appear  before  this  committee  to  discuss  the  long-term  sustainability  of 
budgetary  policy  into  the  next  century.  It  is  an  issue  that  can  easily  be  lost  in  the 
usual  budget  focus  on  the  next  year  or  even  the  next  10  years. 

To  summarize  my  remarks,  if  no  changes  were  made  in  entitlement  programs  for 
the  elderly,  the  large  increase  in  the  retired  population  over  the  next  few  decades 
would  dramatically  expand  Federal  expenditures.  Indeed,  currently  projected  Social 
Security  retirement  benefits  and  Federal  medical  benefits  cannot  be  financed  even 
for  the  next  25  years  without  either  increasing  the  share  of  taxes  in  gross  domestic 
product  [GDP]  or  substantially  reducing  the  rest  of  government  spending.  Financing 
the  entire  expected  growth  in  spending  on  these  entitlements  through  borrowing  is 
not  a  long-term  option  because  it  would  risk  substantial  damage  to  the  economy. 

Some  change  in  policy  is  therefore  inevitable — or  put  differently,  current  policy  is 
simply  unsustainable.  Wide  agreement  exists  on  this  conclusion,  whether  it  comes 
from  the  Entitlement  Commission's  work,  Alan  Auerbach's  and  Laurence  Kotli- 
koffs  ^  generational  accounting,  the  General  Accounting  Office's  [GAO's]  deficit  pro- 
jections, or  the  Congressional  Budget  Office's  [CBO's]  own  work.  Moreover,  inter- 
national organizations  have  also  been  warning  of  long-term  imbalances  in  the  budg- 
ets of  several  other  countries. 

Correcting  those  budgetary  imbalances  would  be  a  substantial  task  if  it  was  un- 
dertaken now  but  would  only  grow  more  daunting  if  delayed.  Delay  allows  Federal 
borrowing  to  crowd  out  private  investment  as  well  as  to  raise  interest  rates  and 
Federal  interest  payments,  thus  further  expanding  the  size  of  the  budget  gap  that 
policy  changes  must  fill. 

Though  the  entitlements  for  Social  Security  benefits  and  health  care  pose  serious 
problems  for  the  future,  they  have  accomplished  much  in  the  past  and  continue  to 
enhance  the  well-being  of  a  large  portion  of  the  population.  Over  the  past  25  years, 
the  poverty  rate  of  the  elderly  has  fallen  roughly  by  half — from  about  25  percent 
to  13  percent — in  a  period  when  the  overall  poverty  rate  stayed  in  a  range  from 
about  11  percent  to  15  percent.  That  improvement  in  the  relative  income  of  the  el- 
derly occurred  despite  a  significant  reduction  in  participation  among  older  men  in 
the  labor  force,  and  to  a  large  extent  it  reflects  the  significant  rise  in  real  Social 


■  See  Alan  J.  Auerbach,  Jagadeesh  Gokhale,  and  Laurence  J.  KotlikofT,  "Restoring 
Generational  Balance  in  U.S.  Fiscal  Policy:  What  Will  It  Take?"  Federal  Reserve  Bank  of  Cleve- 
land Review,  Vol.  31,  No.  1  (First  Quarter,  1996),  pp.  2-12. 


Security  retirement  benefits.  The  availability  of  medical  care  through  Medicare  and 
Medicaid  have  also  improved  the  circumstances  of  many  elderly  and  disabled  people. 
Policymakers  will  have  to  weigh  the  benefits  that  these  entitlement  programs  con- 
fer against  the  need  to  make  some  policy  change,  if  not  in  the  entitlements,  then 
in  the  rest  of  government  spending  or  in  the  taxes  needed  to  finance  them. 

THE  SOURCES  OF  THE  PROBLEM 

Three  demographic  factors  will  put  pressure  on  the  budget.  First,  the  baby 
boomers — that  bulge  in  the  population  of  people  born  between  1946  and  1964 — will 
begin  to  retire  around  2010.  Second,  the  reduced  fertility  that  slowed  births  after 
the  baby  boom  cohort  now  translates  into  a  slowing  in  the  growth  of  the  labor  force. 
Third,  increased  longevity  means  that  the  boomers  will  require  Social  Security  and 
medical  benefits  for  a  longer  time  than  previous  cohorts  of  retirees. 

These  demographic  changes  will  significantly  increase  the  demands  on  three  Fed- 
eral entitlement  programs:  Social  Security,  which  provides  income  to  retired  work- 
ers, their  spouses,  and  others;  Medicare,  which  helps  to  pay  the  costs  of  acute  medi- 
cal care  for  elderly  and  disabled  people;  and  Medicaid,  which  helps  to  finance  acute 
and  long-term  medical  care  for  certain  low-income  people,  including  the  elderly.  At 
the  same  time,  the  open-ended  nature  of  Medicare  and  Medicaid  will  significantly 
increase  the  magnitude  of  the  Nation's  long-term  budgetary  problems.  In  contrast, 
other  Federal  entitlements  such  as  Federal,  civilian,  and  military  retirement,  veter- 
ans' payments,  and  unemployment  compensation  are  not  expected  to  be  a  significant 
source  of  upward  pressure  on  the  budget. 

THE  CHANGING  DEMOGRAPHIC  STRUCTURE  OF  THE  U.S.  POPULATION 

The  percentage  of  the  U.S.  population  age  65  and  over  is  projected  to  increase 
sharply  in  the  coming  decades  (see  Table  1).  The  Social  Security  Administration 
[SSA]  estimates  that  tne  population  age  65  or  older  will  almost  double  between  1995 
and  2030,  while  the  population  of  working  age  (20  to  64)  will  increase  by  only  20 
percent.  Consequently,  the  number  of  retirees  to  be  supported  per  worker  will  rise 
sharply. 

TABLE  1.— POPULATION  OF  THE  UNITED  STATES,  BY  AGE,  1950-2070 


1950 


1970 


1990 


Proiections 


2010 


2030 


2050 


2070 


13 

21 

32 

40 

68 

75 

83 

159 

215 

260 

307 

343 

360 

372 

In  Millions:. 

Less  than  20  Years  Old  54  81  75  82  83  84  85 

20  to  64  Years  Old  93  113  153  186  192  202  204 

65  Years  and  Older 

Total  

As  a  Percentage  of  Total  Population: 

Less  than  20  Years  Old  34  38  29  27  24  23  23 

20  to  64  Years  Old  58  53  59  60  56  56  55 

65  Years  and  Older 8  10  12  13  20  21  22 

Total  100  100  100  100  100  100  100 

Memorandum: 

Ratio  of  People  Age  20  to  64  to  People  Age  65 
Years  and  Older 7.3  5.4  4.8  4.7  2.8  2.7  2.4 

Note  —Numbers  may  not  add  to  totals  because  of  rounding. 

Source:  Congressional  Budget  Office  using  data  from  tfie  Social  Security  Administration. 

That  increase  stems  from  two  factors.  First,  the  baby  boom  generation  is  aging. 
That  generation  was  born  between  1946  and  1964  when  the  number  of  births  in  the 
United  States  soared  (see  Figure  1).  The  baby  boomers  are  both  preceded  and  fol- 
lowed by  cohorts  with  fewer  people.  When  they  retire,  the  growth  of  the  labor  force 
will  slow  significantly,  even  more  so  because  women's  participation  in  the  labor 
force,  having  escalated  sharply  in  the  1970's  and  1980's,  no  longer  has  room  to  in- 
crease so  rapidly.  The  Social  Security  Administration  projects  that  the  growth  of  the 
labor  force  will  slow  from  a  rate  of  1.9  percent  per  year  between  1960  and  1989  (2 
years  in  which  the  economy  was  operating  at  full  capacity)  to  a  0.9  percent  rate 
from  1989  to  2010  and  to  a  0.2  percent  rate  between  2010  and  2030. 
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Second,  people  are  expected  to  live  longer  than  they  did  in  the  past.  In  1970,  the 
average  person  at  birth  was  expected  to  live  about  71  years.  By  1990,  the  average 
lifespan  had  increased  to  75.4  years,  and  by  2010,  it  is  expected  to  increase  to  77.9 
years.  Those  gains  reflect  improvements  in  the  quality  of  medical  care  for  older  peo- 
ple, among  other  things.  More  important  for  entitlement  spending,  a  larger  propor- 
tion of  the  adult  population  is  reaching  age  65,  and  life  expectancy  at  age  65  has 
increased  by  2.1  years  since  1970,  a  14  percent  increase. 

Figure  1. — Number  of  Births,  1910-1994 


Millions 
4.5 


4.0 


3.0 


2.5     - 


2.0 

1910  1920  1930  1940  1950  1960  1970  1980 

Source;  National  Cenier  for  Health  Statistics 


Although  the  details  of  population  projections  are  uncertain,  the  basic  message  is 
inevitable:  with  more  retirees  and  little  growth  in  the  number  of  workers,  the  ratio 
of  workers  to  retirees  will  drop  significantly  in  coming  decades.  In  1950,  for  each 
person  age  65  or  older,  there  were  7.3  people  in  the  working  years  from  20  to  64. 
By  1990,  that  ratio  had  dropped  to  4.8  to  1;  by  2030,  there  may  be  only  2.8  people 
in  the  working  years  for  every  person  over  65. 

Both  the  outlay  and  revenue  sides  of  the  Federal  budgetary  ledger  will  feel  strain 
as  the  dependency  ratio  worsens.  Outlays  for  government  programs  that  aid  the  el- 
derly will  increase  significantly  as  the  number  of  people  eligible  to  receive  those 
benefits  shoots  up.  At  the  same  time,  revenues  will  be  squeezed  because  the  number 
of  people  working  and  paying  taxes  will  grow  more  slowly. 

According  to  the  Social  Security  trustees'  report  of  last  April,  the  income  from 
payroll  taxes  for  Social  Security's  Old-Age  and  Survivors  Insurance  programs  cur- 
rently exceeds  benefits  paid  by  about  0.4  percent  of  GDP.  But  benefits  would  begin 
to  exceed  payroll  taxes  as  soon  as  2013.  Moreover,  by  2025,  about  15  years  after 
the  first  of  the  baby  boomers  retire,  the  gap  would  reach  1.3  percent  of  GDP.  The 
deterioration  would  continue,  pushing  the  gap  in  2065  to  2  percent  of  GDP. 

In  addition,  the  aging  of  the  boomers  will  sharply  push  up  costs  for  Medicare  and 
Medicaid.  But  projections  of  health  care  costs  must  also  take  into  account  the  rapid 
growth  in  Federal  costs  per  enrollee. 


THE  CONTINUED  RAPID  GROWTH  IN  HEALTH  COSTS  PER  ENROLLEE 

Rapidly  growing  expenditures  for  each  enrollee  in  the  Medicare  and  Medicaid  pro- 
grams will  present  a  second  challenge  to  the  budget  in  the  coming  decades.  Unlike 
Social  Security,  whose  real  spending  for  each  enrollee  is  set  legislatively  by  a  for- 
mula that  depends  on  the  enrollee's  history  of  wages,  traditional  Medicare  and  Med- 
icaid are  open-ended  entitlement  programs  that  place  no  dollar  limits  on  the  bene- 
fits provided  to  each  enrollee. 

Federal  spending  for  health  care  has  been  growing  at  a  rapid  pace  for  many 
years,  and  despite  the  apparent  recent  success  of  private  insurers  in  controlling 
their  cost  growth.  Federal  health  spending  has  shown  no  indication  of  slowing  down. 
Medicare  and  Medicaid  expenditures  have  risen  from  1.4  percent  of  GDP  in  fiscal 
year  1975  to  3.8  percent  in  fiscal  year  1995.  In  December,  CBO  projected  that  they 
would  climb  to  5.8  percent  of  GDP  as  soon  as  fiscal  year  2005.  Although  some  of 
that  growth  results  from  an  increase  in  the  number  of  enroUees,  most  of  it  is  attrib- 
utable to  continuing  increases  in  expenditures  per  enrollee  as  the  use  of  medical 
services  expands  (see  Table  2).  By  2005,  Medicare  and  Medicaid  are  projected  to 
spend  almost  as  much  as  all  discretionary  programs,  even  assuming  that  discre- 
tionary programs  grow  with  inflation  after  1998. 

TABLE  2.— AVERAGE  ANNUAL  RATES  OP  GROWTH  IN  THE  COSTS  OF  MEDICARE  AND  MEDICAID 
[Selected  fiscal  years,  in  percent] 


1970- 

1975- 

1980- 

1985- 

1990- 

M995- 

1975 

1980 

1985 

1990 

1995 

2005 

Medicare; 

Growth  in  Federal  Benefits 15.8  19  2  15  5  9  0  10  6  9  4 

Growtti  in  Part  A  Enrollees  3.3  2.9  1.8  1.9  2.3  1.4 

Growtti  in  Payments  per  Enrollee  12.1  15.8  13.5  7.0  82  7.9 

Medicaid: 

Growtti  in  Federal  Payments 22.0  15  6  93  12  7  16  7  99 

Growtti  in  Beneficiaries  8.8  -0.4  0.2  3.0  7.8  2.9 

Growth  in  Federal  Payments  per  Beneficiary  12.1  16.1  9  1  9.4  8  2  6  8 

Memorandum: 

Growth  in  CPI  6.1  8.1  5.8  3.8  3.3  3.0 

Growth  in  Nominal  GOP  8.9  11.8  8.5  6.7  5.0  4.9 

'  Projected 

Note — CPI=Consumer  Price  Index:  GDP=grass  domestic  product 

Source:  Congressional  Budget  Office  using  data  from  the  Health  Care  Fmancing  Administration,  the  Bureau  of  Economic  Analysis,  and  the 
Bureau  of  Labor  Statishcs  Projections  based  on  CBO's  December  1995  baseline 

Looking  farther  ahead,  the  burden  of  health  costs  would  continue  to  grow,  even 
under  optimistic  assumptions.  The  trustees  of  the  Hospital  Insurance  [HI]  Trust 
Fund,  who  publish  projections  of  Medicare  spending  in  future  years,  make  an  admit- 
tedly optimistic  assumption  that  Medicare  costs  per  beneficiary  will  slow  signifi- 
cantly and  after  2020  will  grow  with  the  economy.  Despite  that  assumption,  the 
trustees  project  that  total  Medicare  spending  will  continue  to  increase  sharply,  ris- 
ing from  2.6  percent  of  GDP  in  1995  to  3.8  percent  of  GDP  in  2005  and  reaching 
8.1  percent  of  GDP  in  2050. 

THE  CONSEQUENCES  OF  A  FAILURE  TO  ACT 

What  would  happen  if  the  Congress  failed  to  set  budgetary  policy  on  a  sustainable 
footing  and  left  current  budgetary  commitments  in  place?  Several  techniques  have 
been  used  to  depict  the  long-term  implications  of  existing  laws  and  policy.  The  dif- 
ferent approaches  highlight  different  aspects  of  the  problem.  One  approach,  devel- 
oped by  Alan  Auerbach  and  Laurence  Kotlikoff,  starts  with  the  assumption  that 
government  spending  must  be  paid  for  by  someone  and  focuses  on  the  distribution 
of  the  burden  of  those  payments  among  generations  using  a  system  of  generational 
accounts.  A  second  and  more  traditional  approach  followed  by  CBO  and  GAO 
prmects  future  budget  expenditures  and  deficits  and  examines  their  impact  on  the 
Federal  debt  and  national  income  over  the  next  several  decades. 

Both  approaches  address  a  hypothetical  question:  what  would  happen  if  changes 
were  not  made  to  U.S.  budgetary  policy?  Although  each  approach  specifies  a  some- 
what different  version  of  that  question  and  presents  the  information  in  a  different 
way,  both  approaches  use  the  same  data  and  make  similar  assumptions  about  the 
basic  nature  of  policy  in  the  absence  of  change.  Neither  approach  snould  be  viewed 
as  a  prediction  of  what  will  actually  happen.  As  Herb  Stein  famously  said,  "If  some- 
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thing  cannot  go  on  forever,  it  will  stop."  Presumably,  laws  and  policies  will  change 
in  response  to  current  problems. 

Generational  Accounts 

As  their  name  implies,  generational  accounts  focus  on  how  budgetary  policy  dis- 
tributes resources  among  generations.  They  start  from  the  basic  premise  that  tax 
revenues  have  to  pay  for  government  spending.  The  government  can  borrow  for  a 
while  but  eventually  has  to  cover  the  interest  payments.  The  issue  is  therefore  how 
much  of  the  burden  would  each  generation  or  birth  cohort  have  to  bear.  The  calcula- 
tions take  into  account  the  direct  transfers  that  each  generation  receives.  Thus,  the 
measure  of  the  burden  is  net  taxes — taxes  less  transfers.  In  their  current  form,  the 
accounts  combine  the  activities  of  all  levels  of  government — Federal,  State,  and 
local. 

The  accounts  estimate  the  burdens  on  current  generations  (those  alive  today)  and 
on  the  whole  set  of  future  generations  (those  not  yet  born).  They  assume  that  cur- 
rent generations  will  pay  taxes  and  receive  transfers  at  every  age  at  the  rates  that 
policy  now  specifies.  If  current  generations  do  not  fully  pay  for  current  government 
spending,  future  generations  inheriting  their  debt  will  nave  to  pick  up  the  tab. 

The  accounts  use  the  standard  idea  of  present  value  to  calculate  lifetime  net  tax 
rates  and  summarize  the  burdens  on  a  generation.  Auerbach  and  KotlikofT  estimate 
that  the  lifetime  net  taxes  of  those  born  this  year — the  youngest  current  genera- 
tion— will  be  about  34  percent  of  their  lifetime  labor  income. 

With  respect  to  the  generations  alive  today,  the  accounts  show  that  lifetime  net 
tax  rates  increased  somewhat  between  the  generation  born  in  1900  and  that  born 
in  1950,  but  have  remained  about  the  same  for  generations  born  since  1950  (see 
Table  3).  But  the  accounts  find  that  the  generations  not  yet  born  will  have  a  consid- 
erable tab  to  pick  up.  In  fact,  these  generations  of  the  future  would  face  a  net  tax 
burden  of  more  than  84  percent,  compared  with  the  34  percent  burden  of  those  born 
this  year.  If  we  go  out  far  enough  into  the  future,  the  burden  cannot  be  shifted  any- 
more: either  benefit  rates  would  have  to  be  reduced  or  tax  rates  increased,  which 
is  another  way  to  say  that  U.S.  budget  policy  is  not  sustainable.  Alternatively,  to 
keep  the  net  taxes  of  future  generations  from  being  so  high,  the  net  taxes  of  current 
generations  would  have  to  be  increased.  Either  way,  the  accounts  show  that  some- 
body's net  taxes  would  have  to  be  increased,  which  implies  either  a  significant  in- 
crease in  taxes  or  a  significant  reduction  in  promised  retirement  benefits.  The  exact 
numbers  depend  on  uncertain  and  arguable  assumptions,  but  the  qualitative  conclu- 
sion holds  under  a  wide  range  of  reasonable  assumptions. 

TABLE  3.— ESTIMATED  LIFETIME  NET  TAX  RATES  BY  YEAR  OF  BIRTH 
lln  percent] 

Year  of  birth  Net  Tax  Rate ' 

1900 24 

1910 27 

1920 29 

1930 30 

1940 31 

1950 33 

1960 34 

1970 34 

1980 34 

1990 34 

1993 34 

Future  Generations''  84 

'  A  lifetime  net  tax  rate  is  the  present  value  at  birth  of  lifetime  net  taxes  as  a  percentage  of  the  present  value  at  birth  of  lifetime  labor 
income  Net  taxes  are  taxes  less  transfers 

'l-uture  generations  are  all  those  born  in  1994  and  thereafter 

Notes  —The  rates  shown  are  for  net  taxes  at  all  levels  of  government  combined    Federal.  State,  and  local 

The  estimates  assume  a  real  discount  rate  of  6  percent,  a  prospective  annual  rate  of  growth  in  productivity  of  17  percent,  and  the 
midgrowth  path  of  population  used  by  the  Social  Security  Administration  in  its  1994  annual  report. 

The  values  in  the  table  reflect  the  imphcation  of  generational  accounts  as  constructed,  not  necessarily  the  views  of  the  Congressional 
Budget  Office 

Source  Alan  J  Auerbach.  lagadeesh  Gokhale.  and  Laurence  J  Kotllhoff,  "Restoring  Generational  Balance  in  US  fiscal  Policy  What  Will  It 
Take'"  Federal  Reserve  Bank  of  Cleveland  Review,  Vol  31,  No   1  (First  Quarter,  1995),  pp  2  12 

As  with  any  tool  of  policy  analysis,  generational  accounts  make  approximations 
in  order  to  highlight  certain  aspects  of  policy.  In  particular,  the  accounts  assume 
that  the  prospective  growth  of  income  and  output  are  fixed  regardless  of  fiscal  pol- 
icy. That  assumption  makes  it  possible  to  focus  on  how  policy  directly  distributes 
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net  income  among  generations.  But  it  overlooks  the  way  that  policy  helps  to  deter- 
mine output  and  income  and,  thus,  indirectly  affects  distribution  among  genera- 
tions. 

Long-Term  Projection  of  the  Budget  and  Economy 

Another  way  to  examine  the  sustainability  of  U.S.  budget  policy  is  to  model  its 
economic  and  budgetary  implications  under  varying  assumptions  about  future  eco- 
nomic and  demographic  conditions.  That  approach  accounts  for  the  way  in  which  the 
budget  trends  described  earlier  would  reduce  national  saving,  raise  interest  rates 
and  borrowing  from  abroad,  and  lead  to  lower  growth  in  national  income  if  govern- 
ment tried  to  borrow  forever  to  pay  for  what  it  buys.  Such  an  approach  could  also 
give  some  rough  indication  of  when  budget  imbalances  would  begin  to  create  severe 
economic  problems.  At  the  request  of  Senator  Domenici,  CBO  has  developed  a  model 
for  studying  the  hypothetical  economic  effects  of  budget  imbalances  ana  intends  to 
discuss  the  results  in  its  upcoming  annual  report. 

In  brief,  our  analysis  shows  that  U.S.  budget  policy  is  unsustainable.  If  the  coun- 
try's future  obligations  were  entirely  paid  for  by  borrowing,  the  economy  would  be 
seriously  weakened.  Taken  literally,  aeficit  finance  would  lead  eventually  to  ever- 
rising  interest  rates  and  falling  growth  rates.  For  example,  CBO  estimated  last  De- 
cember that  interest  rates  woulcTbe  120  basis  points  higher  than  otherwise  in  2002 
if  the  Congress  did  not  balance  the  budget,  and  GDP  would  be  0.5  percent  lower. 
Those  amounts  may  sound  small,  but  economists  would  be  hard  put  to  suggest  any 
other  thing  that  government  could  do  that  would  have  so  large  an  effect  over  so 
short  a  period.  Moreover,  those  changes  would  get  continually  larger  with  time,  al- 
though merely  balancing  the  budget  by  2002 — without  controlling  the  deficit  there- 
after— would  probably  not  by  itself  make  policy  sustainable. 

Those  economic  developments  would  occur  because  current  conditions  and  future 
budgetary  commitments  interact  to  set  up  a  vicious  circle.  Current  and  expected  in- 
terest rates  on  government  debt  are  higher  than  expected  growth  rates  of  the  econ- 
omy. Under  such  conditions,  in  order  to  keep  the  debt  from  growing  faster  than  out- 
put, the  government's  revenues  must  more  than  cover  its  noninterest  outlays  (that 
IS,  it  must  run  a  primary  surplus). 

At  present,  the  budget  does  exhibit  a  primary  surplus  of  about  $70  billion,  but 
that  is  not  quite  enough  to  keep  the  debt  from  rising  slightly  relative  to  GDP  be- 
tween 2000  and  2005.  Over  time,  moreover,  the  current  primary  surplus  would  give 
way  to  growing  primary  deficits  as  expenditures  on  entitlements  and  discretionary 
programs  outstripped  receipts.  By  2020,  the  debt  would  reach  well  over  100  percent 
of  GDP  and  would  continue  to  rise  sharply  after  that.  The  increase  in  debt  would 
displace  capital  and  start  a  spiral  that  led  to  even  higher  interest  rates,  lower 
growth  rates,  further  acceleration  of  the  debt,  and  so  on.  In  the  end,  unconstrained 
growth  of  Federal  debt  could  put  an  end  to  the  long  upward  trend  in  real  income 
that  the  United  States  has  long  enjoyed.  By  contrast,  reducing  the  growth  of  pri- 
mary deficits  would  start  a  virtuous  circle.  When  the  costs  of  inaction  are  great,  the 
benefits  of  corrective  action  are  correspondingly  large. 

Of  course,  all  long-term  projections  rest  on  uncertain  and  arguable  assumptions. 
In  particular,  such  a  projection  would  carry  the  economy  well  outside  its  historical 
experience.  Under  those  conditions,  economic  relationships  estimated  from  history 
would  give  even  less  certain  guidance  than  usual. 

As  with  generational  accounts,  however,  the  qualitative  conclusions  hold  under  a 
wide  range  of  plausible  conditions.  Preliminary  work  by  CBO  suggests  that  budget 
policy  remains  unsustainable  even  under  optimistic  assumptions,  including  favor- 
able demographic  trends  and  historically  high  rates  of  productivity  growth.  Thus, 
the  chances  that  the  long-term  budget  problem  will  solve  itself  are  virtually  nil. 

THE  IMPORTANCE  OF  ACTING  SOON 

There  are  many  possible  ways  to  help  resolve  the  policy  dilemmas  posed  by  the 
aging  of  the  population  and  the  growing  costs  of  health  programs.  One  approach  in- 
corporated in  the  Balanced  Budget  Act  passed  by  the  Congress  last  year  would  have 
reduced  the  annual  growth  of  Medicare  spending  per  beneficiary  to  5  percent  (leav- 
ing Medicare  still  growing  faster  than  GDP)  and  would  have  converted  Medicaid  to 
a  block  grant,  thereby  ending  its  status  as  an  automatic  Federal  entitlement. 
Changes  might  also  be  made  in  the  formulas  for  determining  Social  Security  bene- 
fits, such  as  further  raising  the  normal  retirement  age  and  reducing  the  cost-of-liv- 
ing adjustment. 

Of  course,  the  nation  might  decide  that  the  benefits  of  entitlements  are  worth 
paying  for  and  accept  higher  taxes  or  reductions  in  other  spending  to  provide  the 
needed  funding.  But  the  amounts  required  would  make  that  improbable.  The  eco- 
nomic effects  of  particular  choices,  especially  any  that  include  changes  in  taxation. 
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will  certainly  affect  economic  outcomes.  But  this  testimony  is  not  the  place  to  detail 
all  the  possibilities,  though  we  expect  to  have  a  chapter  in  our  upcoming  volume 
"Reducing  the  Deficit:  Spending  and  Revenue  Options"  that  will  address  specific 
proposals. 

One  overarching  concern,  however,  should  be  addressed:  the  issue  of  timing.  The 
Federal  deficit  has  been  brought  down  substantially  from  its  level  in  the  late  1980's 
and  is  now  low  relative  to  that  of  many  other  developed  countries.  But  this  is  a  tem- 
porary phenomenon  that  should  not  lull  people  into  believing  that  no  problem  exists. 
The  pressures  of  demographics  and  rising  health  costs  will  become  severe  in  just 
a  few  years.  Delaying  action  on  the  looming  budget  problem  would  increase  the  ulti- 
mate cost  of  constraining  the  growth  of  the  Federal  debt.  Because  delay  increases 
the  total  amount  of  debt  outstanding,  it  leads  to  smaller  capital  stocks  and  lower 
levels  of  output  than  would  otherwise  be  possible. 

The  stakes  will  get  significantly  higher  when  the  baby  boomers  begin  to  retire. 
At  that  point,  the  budget  deficit  will  begin  to  rise  rapidly  if  no  change  in  policy  oc- 
curs. Delay  at  that  time  would  add  increasing  amounts  to  the  debt  to  be  serviced 
and  correspondingly  increasing  interest  costs.  As  interest  costs  rose,  efforts  to  bal- 
ance the  budget  would  have  to  cut  more  and  more  deeply  into  programs  or  involve 
even  larger  increases  in  taxes.  Moreover,  the  accumulation  of  debt  and  diversion  of 
national  savings  to  Federal  borrowing  in  the  interim  would  reduce  the  productive 
capacity  of  the  economy,  thereby  cutting  into  the  tax  base.  Thus,  postponing  difficult 
decisions  makes  the  choices  that  would  have  to  be  made  later  even  more  difTicult. 

There  are  other  reasons  not  to  delay  attacking  this  problem.  If  changes  in  entitle- 
ments are  to  be  part  of  the  solution,  concerns  for  both  equity  and  efficiency  suggest 
that  the  commitment  to  changes  be  made  well  before  they  are  carried  out.  Entitle- 
ment programs  for  the  elderly  are  generally  viewed  as  long-term  commitments  be- 
tween the  government  and  the  citizenry,  and  people  have  structured  their  behavior 
based  on  current  provisions.  Deciding  soon  on  any  future  changes  in  such  programs 
and  making  gradual  changes  in  spending  and  tax  policies  would  give  people  more 
time  to  plan  and  adjust  their  behavior  accordingly. 

Such  policy  decisions  could  go  a  long  way  toward  solving  the  problem  of  unsus- 
tainability,  even  though  their  effects  on  the  budget  would  not  show  up  until  much 
later.  Thus,  it  is  necessary  to  maintain  a  long  view  in  considering  policy  options. 

Chairman  Kasich.  Let  me  just  say  to  the  members,  we  are  going 
to  hear  from  Paul.  I  have  just  one  question  for  June.  If  you  don't 
have  to  ask  anything — and  mine  is  only  a  technical  question — I 
would  appreciate  it,  because  I  would  like  to  get  Mr.  Kotlikoff  and 
Mr.  Howe  up  here,  because  they  are  outside  the  Beltway  and  I 
think  they  can  describe  this  in  vivid  terms  beyond  just  the  num- 
bers. 

So,  Paul,  let's  hear  one  of  the  short  and  sweet,  to  the  point  deals 
here  so  we  can  move  on.  Go  ahead. 

STATEMENT  OF  PAUL  POSNER 

Mr.  PoSNER.  Thank  you,  Mr.  Chairman. 

I  will  try  to  be  brief  and  submit  my  statement  for  the  record. 

I  want  to  address  the  report  we  did  for  you  and  Senator  Domen- 
ici  last  year  where  we  simulated  long-term  impacts  of  deficits  on 
the  economy.  The  current  deficit  and  current  fiscal  policy  is  impor- 
tant for  the  long-term  future.  We  are  literally  making  the  long- 
term  economy  today,  and  it  is  important  to  understand  more  clear- 
ly how  our  current  decisions  affect  that. 

The  importance  of  deficits  on  the  economy  is  magnified  by  two 
important  developments.  One,  as  you  pointed  to,  was  the  decline  in 
private  savings,  so  that  the  deficit  is  absorbing  an  increasing  share 
of  a  declining  savings  pool  available  for  private  investment.  Two  is 
the  emerging  shadow  of  public  commitments  to  an  aging  population 
which  is  going  to  lock  us  into  increasing  level  of  commitments  that 
progressively  become  unaffordable. 
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In  the  budget  debate  it  is  often  easier  to  understand,  as  you  well 
know,  the  short-term  costs  of  reducing  the  deficit.  The  long-term 
benefits  are  gradual  and  cumulative.  So  the  benefits  of  change, 
thus,  are  difficult  for  public  leaders  to  demonstrate.  The  simula- 
tions offer  a  way  to  do  two  things.  One  is  reveal  the  costs  of  doing 
nothing;  and,  two,  better  understand  the  benefits  of  changing  our 
fiscal  policy  path. 

First,  we  simulated  the  no-action  scenario,  which,  as  you  know, 
is  a  scenario  simulating  current  budget  trends  to  2025  as  they 
interact  with  the  private  economy.  The  impact  of  the  deficit  on  the 
economy  is  to  reduce  savings  and  investment  and  that  ultimately 
affects  GDP  and  capital  formation. 

Our  simulations  of  a  no-action  scenario,  to  echo  what  Director 
O'Neill  said,  shows  that  the  current  Federal  fiscal  policy  is  unsus- 
tainable. The  combination  of  aging,  health  care,  and  compound  in- 
terest on  the  debt  converts  today's  commitments  into  unsustainable 
burdens  tomorrow.  This,  again,  assumes  a  constant  share  of  the 
economy  continues  to  go  for  revenue,  purchases  of  government 
services,  and  all  of  the  transfer  payments.  Basically  health.  Social 
Security,  and  the  interest  on  the  debt  rise  as  a  share  of  the  econ- 
omy in  accordance  with  actuarial  and  economic  projections. 

Specifically,  spending  in  our  model  rises  to  44  percent  of  GDP  by 
2025.  Health,  Social  Security,  and  interest,  collectively,  account  by 
then  for  77  percent  of  outlays  compared  to  roughly  48  percent  now. 
Interest  alone  becomes  the  largest  single  Federal  program,  with  30 
percent  of  total  outlays  by  then.  Health  triples  as  a  share  of  the 
economy,  and  Social  Security  escalates,  but  more  gradually. 

Without  any  significant  changes  in  spending  or  revenues,  an  ex- 
panding deficit  would,  in  our  view,  result  in  collapsing  investment, 
declining  capital  stock,  and  inevitably  a  declining  economy.  And  I 
refer  you  to  the  table  on  page  8  of  our  testimony  where  we  show 
what  happens  to  various  economic  indicators  under  what  we  call 
our  no-action  scenario,  compared  to  other  scenarios  which  I  will  de- 
scribe in  a  moment. 

Under  the  no-action  scenario  nonfarm  business  investment  es- 
sentially declines  to  zero  on  our  simulations;  clearly,  an  economi- 
cally unsustainable  result.  Debt  to  GDP  rises  to  213  percent.  Per- 
sonal income  remains  stagnant,  and  that  is  over  a  period  of  30 
years  we  are  talking  about.  This  excludes  any  impact  on  foreign  in- 
vestment or  interest  rates. 

We  don't  think  that  this  scenario  would  actually  come  to  pass. 
We  believe  the  prospect  of  economic  decline  would  prompt  change 
in  this  course,  either  through  political  action  or  through  market  re- 
action, before  the  end  of  the  simulation  period.  Nevertheless,  this 
does  illustrate  the  logic  and  the  future  of  our  existing  commitments 
and  makes  the  case  that  the  choice  is  not  whether  to  do  something 
about  the  deficit  but  when  and  how. 

We  also  simulate  some  alternative  fiscal  policy  paths  to  assess 
what  gains  you  get  in  these  economic  indicators  from  following  sev- 
eral other  paths.  One  was  achieving  a  balance  by  2002,  and  you 
can  see  from  the  chart,  again  on  page  8,  that  a  fiscal  policy  of  bal- 
ance would  yield  a  stronger  economy  than  a  policy  of  no  action. 
Specifically,  real  GDP  per  person  would  go  up  34  percent,  nonfarm 
business  investment  would  be  higher,  capital  stock  would  be  high- 
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er,  and  debt-to-GDP  would  decline  very  significantly  to  roughly  13 
percent  of  GDP. 

The  point  is,  Americans  could  enjoy  a  higher  standard  of  living 
at  the  very  time  they  are  going  to  need  it,  to  afford  the  burdens 
of  paying  for  the  elderly,  with  a  smaller  cohort  of  workers. 

We  also  have  a  path  we  called  muddling  through,  which  we  de- 
fine as  maintaining  deficits  roughly  at  3  percent  of  GDP,  which 
sounds  like  what  pretty  much  we  have  been  doing  the  past  15 
years.  The  problem  is  that  it  gets  harder  and  harder  to  stay  on  a 
3  percent  path  as  these  other  costs  impinge  on  your  budgetary 
path. 

Sustaining  and  achieving  balance  in  2002 — and  sustaining  it,  I 
might  add,  through  the  period — would  also  provide  benefits  for  the 
public  budget  by  reducing  the  burden  of  interest  costs,  thereby  re- 
ducing the  long-term  sacrifice  needed  to  attain  deficit  reduction 
targets.  A  balanced  path  could  bring  interest  costs  down  from 
about  12  percent  of  the  budget  currently  to  about  5  percent  down 
the  road  in  2002. 

Now,  I  want  to  add  two  points  real  quick  here. 

One  is,  as  alarming  as  these  projections  are,  we  think  there  is 
a  chance  that  they  may,  in  fact,  be  understated.  Our  model  incor- 
porates conservative  assumptions  about  the  relationship  between 
savings,  investment,  and  GDP  growth  that  tend  to  understate  the 
differences  between  these  three  paths.  We  keep  interest  rates  con- 
stant, for  example,  and  productivity  rates  constant,  which  is  unre- 
alistic given  a  declining  economy  under  a  no-action  scenario. 

And  the  budget  projections  don't  tell  the  whole  story.  We  know 
there  are  costs  we  are  going  to  face  down  the  road,  whether  it  is 
the  insurance  programs  that  are  understated  in  the  budget  on  a 
cash  basis;  whether  it  is  the  cleanup  of  the  energy  plants;  whether 
it  is  the  ultimate  cost  overruns  that  are  very  predictable  with  our 
weapons  systems;  whether  it  is  the  next  disaster.  The  point  is  that 
we  know  there  are  costs  at  the  edge  of  the  budget  that  are  await- 
ing us. 

Now,  I  want  to  make  two  other  points.  One  is  just  to  make  the 
point  that  the  way  you  cut  the  budget  obviously  matters  a  lot  for 
long-term  growth  as  well. 

First,  you  cut  faster-growing  things,  you  get  a  bigger  bang;  such 
as  programs  that  are  driving  the  deficit,  like  health  care  in  particu- 
lar. You  get  a  much  greater  return  over  the  long-term  than  if  you 
cut  a  slower-growing  item  of  expense.  If  you  cut  $50  billion  in 
health  in  1996,  you  reduce  the  2025  deficit  by  4  percent  more  of 
GDP  than  if  you  cut  $50  billion  of  a  slower-growing  item. 

Secondly,  you  do  have  to  be  concerned  about  public  investment. 
The  principal  Federal  impact  on  the  economy  is  through  savings 
and  the  deficit,  but  public  investment  can  also  make  a  difference 
for  long-term  growth  if  it  is  well  chosen  and  if  it  is  effective. 

Having  said  that,  I  think  the  only  other  point  I  want  to  make 
is  that 

Chairman  Kasich.  This  is  your  fifth. 

Mr.  PosNER.  Just  to  echo  the  point  that  it  is  important  to  take 
early  action  for  several  important  reasons.  One  is  to  get  ahead  of 
the  interest  costs,  and  the  other  is  so  that  you  can  afford  to  take 
the  time  to  phase  in  changes,  to  promote  their  acceptability. 
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That  finally  does  conclude  my  statement. 

Chairman  Kasich.  Thank  you. 

[The  prepared  statement  of  Paul  Posner  follows:] 

Prepared  Statement  of  Paul  L.  Posner,  Director,  Budget  Issues  Accounting 
AND  Information  Management  Division,  General  Accounting  Office 

Mr.  Chairman  and  members  of  the  committee,  I  appreciate  the  opportunity  to  ap- 
pear before  you  today  to  discuss  GAO's  work  on  the  deficit  and  the  long-term  eco- 
nomic health  of  our  nation. 

In  1992,  we  examined  the  role  of  fiscal  policy  in  promoting  or  inhibiting  long-term 
economic  growth  and  concluded  that  deficit  reduction  was  key  to  our  nation's  future 
economic  health.  ^  We  noted  then  that  long-term  economic  growth  and  the  requisite 
investment  are  central  to  almost  all  our  major  concerns  as  a  society.  The  surest  way 
to  increase  the  resources  available  for  investment  is  to  increase  national  savings, 
and  the  surest  way  to  increase  national  savings  is  to  reduce  the  Federal  deficit.  We 
also  noted  that  how  the  deficit  is  reduced  matters.  Last  year,  we  updated  this  work 
for  you  and  Chairman  Domenici.^ 

By  now,  the  relationship  of  the  deficit  to  the  Nation's  long-term  interest  has  been 
more  broadly  recognized.  Both  the  Congress  and  the  President  have  proposed  plans 
to  reverse  previous  fiscal  trends  and  balance  the  budget.  It  seems  reasonable  to  con- 
clude that  the  debate  is  no  longer  over  whether  to  balance  the  budget,  but  rather 
over  when  and  how. 

In  my  testimony  today,  I  will  first  describe  GAO  simulations  of  the  economic  im- 
pact of  different  fiscal  policies  over  the  long  term  and  then  address  several  issues 
related  to  the  impact  of  deficit  reduction  specifically: 

The  important  and  compelling  benefits  to  be  gained  from  successfully  shifting 
to  a  new  fiscal  policy; 

The  importance  of  how  we  reduce  the  deficit — by  which  I  mean  both  the  com- 
position of  Federal  spending  and  the  need  to  deal  with  the  drivers  of  the  deficit; 
and 
The  experience  of  other  industrial  nations. 

long-term  simulations 

Long-term  simulations  can  be  useful  for  comparing  potential  outcomes  of  alter- 
native policies  within  a  common  economic  framework.  Given  the  broad  range  of  un- 
certainty about  future  economic  changes,  however,  any  simulations  should  not  be  in- 
terpreted as  forecasts  of  the  level  of  economic  activity  30  years  in  the  future.  In- 
stead, simulation  results  provide  illustrations  of  the  budget  or  economic  outcomes 
associated  with  alternative  policy  paths. 

In  our  most  recent  work,  we  used  a  long-term  economic  growth  model  to  simulate 
three  of  the  many  possible  fiscal  paths  through  the  year  2025: 

A  "no-action"  path  that  assumed  the  continuation  of  fiscal  policies  in  effect 
at  the  end  of  fiscal  year  1994; 

A  "muddling  through"  path  that  assumed  annual  deficits  of  approximately  3 
percent  of  gross  domestic  product  (GDP);  and 
A  path  that  reaches  balance  in  2002  and  sustains  it.^ 
To  suggest  some  of  the  tradeoff's  facing  policymakers  in  choosing  among  fiscal 
policies,  we  examined  some  long-term  economic  and  fiscal  outcomes  of  these  paths. 
We  also  simulated  how  some  types  of  early  action  on  the  deficit,  including  early  ac- 
tion on  health  care  spending,  might  affect  the  long-term  deficit  outlook.  Finally,  we 
examined  the  prospects  for  sustaining  balance  over  the  long  term.  While  we  discuss 
the  consequences  of  alternative  fiscal  paths,  we  do  not  suggest  any  particular  course 
of  action,  since  only  the  Congress  can  resolve  the  fundamental  policy  question  of 
choosing  the  fiscal  policy  path  and  the  composition  of  Federal  activity. 

In  our  simulations  we  employed  a  model  originally  developed  by  economists  at  the 
Federal  Reserve  Bank  of  New  York  (FRBNY)  that  relates  long-term  GDP  growth  to 


1  Budget  Policy:  Prompt  Action  Necessary  to  Avert  Long-Term  Damage  to  the  Economy  (GAO/ 
OCG-92-2,  June  5,  1992). 

2  The  Deficit  and  The  Economy:  An  Update  of  Long-Term  Simulations  (GAO/AIMD/OCE-95- 
119,  April  26,  1995). 

3  The  "balance"  path  takes  unspecified  cuts  beginning  in  1996  in  all  types  of  Federal  spending 
to  achieve  total  deficit  reduction  of  no  more  than  0.5  percent  of  GDP  per  year  until  balance  is 
reached  in  2002,  after  which  balance  is  maintained  in  the  same  manner.  The  "muddling 
through"  path  follows  Congressional  Budget  Office  (CBO*  deficit  projections  through  1999,  then 
moves  to  a  constant  deficit  of  3  percent  of  GDP  by  taking  unspecified  cuts. 
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economic  and  budget  factors.  Details  of  that  model  and  its  assumptions  can  be  found 
in  our  reports. 

THE  COMPELLING  CASE  FOR  DEFICIT  REDUCTION 

As  we  noted  in  1992  and  1995,  important  and  compelling  benefits  can  be  gained 
from  shifting  to  a  new  fiscal  policy  path.  As  illustrated  in  Figure  1,  chronic  deficits 
have  consumed  an  increasing  share  of  a  declining  national  savings  pool,  leaving  that 
much  less  for  private  investment. 

Lower  investment  will  ultimately  show  up  in  lower  economic  growth.  Future  gen- 
erations of  taxpayers  will  pay  a  steep  price  for  this  lower  economic  growth  in  terms 
of  lower  personal  incomes  and  a  generally  lower  standard  of  living  at  a  time  when 
they  will  face  the  burden  of  supporting  an  unprecedented  number  of  retirees  as  the 
baby  boom  generation  reaches  retirement. 

Figure  1. — Effect  of  the  Federal  Budget  Deficit  on  Net  National  Savings 

(1960-1994) 

11.0     Percent  of  Net  National  Product 


1960-69    1970-79  1980-89  1990-94 


Savings  Absorbed  by  the  Federal  Deficit 
m^l  Savings  Available  for  Nev\/  Capital  Formation 

Note  1. — Entire  bar  represents  nonfederal  saving  net  of  capital  depreciation. 
Nonfederal  saving  is  comprised  of  private  saving  and  the  aggregate  State  and  local 
government  surplus/deficit. 

Note  2. — Shaded  portion  of  bar  represents  net  national  savings,  which  is  com- 
prised of  total  private  and  public  sector  saving. 

Sources:  U.S.  Department  of  Commerce. 

The  problem  has  been  that  the  damage  done  by  deficits  is  long-term,  gradual,  and 
cumulative  in  nature  and  may  not  be  as  visible  as  the  short-term  costs  involved  in 
reducing  deficits.  This  has  presented,  and  continues  to  present,  a  difficult  challenge 
for  public  leaders  who  must  mount  a  compelling  case  for  deficit  reduction — and  for 
the  steps  required  to  achieve  it — that  can  capture  public  support.  The  updated  sim- 
ulations we  presented  to  you  and  Chairman  Domenici  last  spring  confirmed  that  the 
Nation's  current  fiscal  policy  path  is  unsustainable  over  the  longer  term.  Specifi- 
cally, a  fiscal  policy  of  "no  action"  on  the  deficit  through  2025  implies  Federal  spend- 
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ing  of  nearly  44  percent  of  GDP,  and  as  Figure  2  shows,  a  deficit  over  23  percent 
of  GDP. 

Figure  2.— Deficit  Path  in  "No  Action"  Simulation  (1995-2025) 


1995  2000  2005  2010  2015  2020  2025 


Let  me  explain  these  ominous  trends.  The  increased  spending  is  principally  a 
function  of  escalating  Federal  spending  on  health  care  and  Social  Security,  which 
is  driven  by  projected  rising  health  care  costs  and  the  aging  of  our  population.'* 
Spending  on  interest  on  our  national  debt  also  rises  as  annual  deficits  and  accumu- 
lated public  debt  expand.  Essentially,  current  commitments  in  these  areas  become 
progressively  unaffordable  for  the  nation  over  time.  Without  any  significant  changes 
in  spending  or  revenues,  such  an  expanding  deficit  would  result  in  collapsing  invest- 
ment, declining  capital  stock,  and,  inevitably,  a  declining  economy  by  2025. 

As  emphasized  in  both  our  1992  and  1995  reports,  we  do  not  believe  that  such 
a  scenario  would  take  place.  Rather,  we  believe  that  the  prospect  of  economic  de- 
cline would  prompt  action  before  the  end  of  our  simulation  period.  Nevertheless, 
this  "no-action"  scenario,  by  illustrating  the  future  logic  of  existing  commitments, 
powerfully  makes  the  case  that  we  have  no  choice  but  to  take  action  on  the  deficit. 
The  questions  that  remain  are  when  and  how. 

Our  1995  simulations  also  confirm  the  long-term  economic  and  fiscal  benefits  of 
deficit  reduction.  We  assessed  the  long-term  impacts  of  balancing  the  budget  by 
2002,  as  was  contemplated  in  the  fiscal  year  1996  budget  resolution  and  in  the  re- 
cent executive-congressional  discussions  over  budget  policy,  and  of  sustaining  such 
a  posture  through  2025,  We  also  estimated  the  effects  of  following  a  path  that  we 
called  "muddling  through" — that  is,  running  deficit  of  about  3  percent  of  GDP  over 
the  next  30  years.  Although  current  policy  is  better  than  this  in  the  near  term,  it 
is  still  a  useful  illustration. 

A  fiscal  policy  of  balance  would  yield  a  stronger  economy  in  the  long  term  than 
either  a  policy  of  no  action  or  of  muddling  through.  Table  1  shows  that  a  budget 
balance  reached  in  2002  and  sustained  until  2025  would,  over  time,  lead  to  in- 
creased investment,  increased  capital  stock,  a  larger  economy,  and  a  much  lower  na- 
tional debt  than  either  of  the  other  scenarios.  This  means  that  Americans  could 
enjoy  a  higher  standard  of  living  than  they  might  otherwise  experience. 


'' Budget  assumptions  rely  upon  the  CBO  January  1995  estimates  through  2004  to  the  extent 
practicable.  Beyond  that,  Social  Security  estimates  were  based  on  the  April  1995  intermediate 
projections  from  the  Social  Security  Trustees.  Medicare  projections  were  based  on  the  Health 
Care  Financing  Administration  (HCFA)  long-term  intermediate  forecast  from  the  Medicare 
Trustees'  April  1995  report.  For  Medicaid,  in  the  absence  of  HCFA  projections,  we  used  projec- 
tions developed  in  1994  by  the  Bipartisan  Commission  on  Entitlement  and  Tax  Reform. 
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TABLE  1.— THE  ECONOMIC  AND  FISCAL  POSITION  IN  1994  AND  IN  2025 
[All  dollar  values  In  per  capita  1995  dollars] 


1994 


2025  No 

action 


2025 
Muddling 
through 


2025  Balance 


Difference  be- 
tween balance 
and  no  action 
(percent) 


Difference  be- 
tween balance 
and  muddling 
through  (per- 
cent) 


Real  GOP 

Debt 

Debt  as  a  percent  of  GDP 

Nonfarm  business  investment 
Nonfarm  capital  stock  


$26,300 

$27,900 

$35,100 

$37,400 

34 

7 

$13,500 

$60,200 

$21,400 

$4,800 

-92 

-78 

52 

213 

60 

13 

-94 

-78 

$3,100 

0 

$4,200 

$5,100 

NA 

21 

$23,700 

$11,600 

$30,100 

$36,600 

216 
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Reaching  and  sustaining  balance  would  also  shrink  the  share  of  Federal  spending 
required  to  pay  interest  costs,  thereby  reducing  the  long-term  programmatic  sac- 
rifice necessary  to  attain  deficit  reduction  targets.  Even  "muddling  through"  with 
deficits  of  3  percent  of  GDP  would  exact  a  price  through  higher  interest  costs  and 
thus  require  progressively  harder  fiscal  choices  as  time  progresses.  Under  the  bal- 
ance path,  debt  per  capita  would  decline  from  $13,500  in  1994  to  $4,800  in  1995 
dollars  by  2025;  debt  as  a  percentage  of  the  economy  would  drop  from  about  52  per- 
cent to  13  percent.  Because  of  this  shrinkage  in  the  debt,  by  2025  a  balance  path 
could  bring  interest  costs  down  from  about  12  percent  in  1994  to  less  than  5  percent 
of  our  budget,  compared  to  about  18  percent  under  "muddling  through"  and  almost 
a  third  of  our  budget  with  no  action.  These  differences  are  illustrated  in  figure  3. 

Alarming  as  these  model  results  may  appear,  they  are  probably  understated.  Our 
model  incorporates  conservative  assumptions  about  the  relationship  between  sav- 
ings, investment  and  GDP  growth  that  tend  to  understate  the  differences  between 
the  economic  outcomes  associated  with  alternative  fiscal  politicize.  Furthermore, 
budget  projections  for  the  near  term  and  those  assumed  in  our  long-term  model  re- 
sults may  not  tell  the  whole  story.  By  convention,  baseline  budget  projections  do  not 
include  all  the  legitimate  claims  that  may  be  made  on  the  budget  in  the  future. 
Rather,  budget  projections  ignore  many  future  claims  and  the  costs  of  unmet  needs 
unless  they  are  the  subject  of  policy  proposals  in  the  budget.  Examples  of  such 
claims  and  needs  would  include  the  cost  of  cleaning  up  and  restructuring  the  De- 
partment of  Energy's  (DOE)  nuclear  weapons  production  complex,  the  cost  of  haz- 
ardous waste  pollution  cleanup  at  military  facilities,  and  cost  overruns  in  weapons 
systems.  In  short,  most  of  the  risks  to  future  budgets  seem  to  be  on  the  side  of 
worse-than-expected,  rather  than  better-than-expected  outcomes.  I  make  this  obser- 
vation not  to  create  despair  but  to  underline  the  need  to  continue  efforts  at  deficit 
reduction. 
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Figure  3. — Net  Interest  as  a  Share  of  Total  Expenditures  in  2025  Under 
GAO's  Three  Fiscal  Policy  Simulations 


35     Net  Interest  as  a  Percentage  of  Total  Expenditures 
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the  type  of  spending  reduction  matters 

Not  all  spending  cuts  have  the  same  impact  over  the  long  run.  Decisions  about 
how  to  reduce  the  deficit  will  reflect — among  other  considerations — judgments  about 
the  role  of  the  Federal  Government  and  the  effectiveness  of  individual  programs.  I 
would  like  to  call  attention  today  to  two  significant  considerations  in  deficit  reduc- 
tion: (1)  the  importance  of  Federal  investment  in  infrastructure,  human  capital,  and 
research  and  development  (R&D),  and  (2)  the  importance  of  addressing  the  fast- 
growing  programs  in  the  budget. 

composition  of  federal  spending:  investment 

In  our  1992  work,  we  drew  particular  attention  to  the  importance  of  well-chosen 
Federal  investment  in  infrastructure,  human  capital,  and  R&D.  A  higher  level  of  na- 
tional savings  is  essential  to  the  achievement  of  a  higher  rate  of  economic  growth 
but,  by  itself,  is  not  sufficient  to  assure  that  result.  Certain  other  ingredients  are 
necessary — including  the  basic  stability  with  which  this  nation  has  been  blessed  in 
its  social,  political,  and  economic  environment.  In  addition,  however,  economic 
growth  depends  on  an  efficient  public  infrastructure,  an  educated  work  force,  an  ex- 
panding base  of  knowledge,  and  a  continuing  infusion  of  innovations. 


20 

In  the  past,  the  Federal  Government,  through  its  investments  in  these  areas,  has 
played  an  important  role  in  providing  an  environment  conducive  to  growth.  Thus 
the  composition  of  Federal  spending,  as  well  as  overall  fiscal  policy,  can  affect  long- 
term  economic  growth  in  significant  ways.^ 

DEALING  WITH  THE  DEFICIT  DRIVERS 

The  extent  to  which  deficit  reduction  affects  spending  on  fast-growing  programs 
also  matters.  Although  a  dollar  is  a  dollar  in  the  first  year  it  is  cut — regardless  of 
what  programmatic  changes  it  represents — cutbacks  in  the  base  of  fast-growing  pro- 
grams generate  greater  savings  in  the  future  than  those  in  slower-growing  pro- 
grams, assuming  the  specific  cuts  are  not  offset  by  increases  in  the  growth  rates 
of  the  programs.^ 

Figure  4  illustrates  this  point  by  comparing  the  long-run  effects  of  a  $50-billion 
cut  in  health  spending  with  those  of  the  same  dollar  amount  cut  from  unspecified 
other  programs.  For  both  paths  the  cut  occurs  in  1996  and  is  assumed  to  be  perma- 
nent but,  after  1996,  spending  is  assumed  to  continue  at  the  same  rates  of  growth 
as  those  shown  in  the  "no-action"  simulation.  We  used  the  simple  assumption  that 
a  reduction  in  either  health  or  other  programs  would  not  alter  the  expected  growth 
rates  simply  to  illustrate  the  point  that  a  cut  in  high-growth  areas  of  spending  will 
have  a  greater  fiscal  effect  in  the  future  than  the  same  size  cut  in  low-growth  areas. 
A  $50-billion  cut  in  health  spending  in  1996  leads  to  a  deficit  in  2025  that  is  about 
4  percent  of  GDP  lower  than  would  be  the  case  from  a  $50-billion  cut  in  a  low- 
growth  program. 

Figure  4. — Comparison  of  Deficit  Path  With  an  Early  Cut  in  Health  to 
Deficit  Path  With  an  Equal  Cut  in  Other  Spending 


—  Cut  in  Other  Spending  ($50  billion) 

—  Cut  in  Health  Spending  ($50  billion) 

Further,  our  simulations  show  that  even  if  a  balanced  budget  is  achieved  early 
in  the  next  century,  deficits  would  reappear  if  we  fail  to  contain  future  growth  in 
health,  interest,  and  Social  Security  costs. 

the  experience  of  other  industrial  democracies 

We  conclude  from  these  simulations  that  how  and  when  deficit  reduction  occurs 
can  have  important  long-term  implications  for  the  future  economy  and  future  budg- 
ets. As  noted  earlier,  the  benefits  of  deficit  reduction  in  the  long  run  may  not  seem 
as  compelling  as  the  short-term  costs  necessary  to  reduce  the  deficit.  Nevertheless 


^See  also  Federal  Budget:  Choosing  Public  Investment  Programs  (GAO/AIMD-93-25,  July  23, 
1993)  and  Budget  Issues:  Incorporating  an  Investment  Component  in  the  Federal  Budget  (GAO/ 
AIMD-94-40,  November  9,  1993). 

^We  did  not  simulate  the  efiect  of  reducing  growth  rates.  If  cutting  the  base  also  had  the  ef- 
fect of  slowing  the  rate  of  growth,  the  action  would  have  an  even  greater  impact  on  the  long- 
term  deficit.  Of  course,  if  cutting  the  base  raised  the  growth  rate,  the  actions  could  raise  the 
deficit  in  the  long  term. 
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our  work  on  the  deficit  reduction  experiences  in  other  nations''  shows  that  signifi- 
cant fiscal  improvement  is  indeed  possible  in  modern  democracies,  at  least  for  a 
time. 

To  reach  fiscal  balance  or  surplus,  the  governments  we  studied  instituted  often 
painful  measures  while  generating  and  maintaining  political  support.  Spending  con- 
trol proved  the  dominant  policy  tool  used  to  achieve  fiscal  goals,  although  few  pro- 
grams were  actually  eliminated.  Notably,  however,  several  countries  restrained  so- 
cial benefit  commitments  in  their  quest  for  savings.  Government  leaders  sought  to 
gain  support  or  at  least  defuse  potential  opposition  by  bringing  key  interest  groups 
that  would  be  affected  into  the  decisionmaking  process. 

In  addition,  the  design  of  the  specific  deficit-reducing  strategies  helped.  Ap- 

f)roaches  such  as  reducing  benefits  instead  of  eliminating  programs,  targeting  bene- 
it  cuts  to  higher-income  beneficiaries,  and  deferring  or  snifting  painful  adjustments 
all  helped  maintain  political  support  for  spending  reductions. 

The  deficit  reduction  brought  about  in  these  governments  provided  significant  fis- 
cal benefits  by  slowing  or  reversing  the  growth  of  public  debt,  thereby  slowing  or 
reversing  the  growth  of  government  interest  costs.  As  we  simulated  in  our  long-term 
growth  model,  what  was  once  a  "vicious"  circle  of  rising  deficits,  debt,  and  interest, 
which  can  in  turn  increase  deficits,  became  a  "virtuous"  circle  of  falling  deficits  or 
rising  surpluses,  accrued  even  though  most  governments  we  studied  did  not  sustain 
fiscal  balance  or  surplus,  possibly  in  part  because  public  support  for  austerity  was 
frequently  linked  to  relatively  short-run  concerns.  Despite  this  return  to  deficit,  the 
increases  in  savings  and  investment  resulting  from  deficit  reduction  may  have 
boosted  economic  prospects  for  the  long-term  future,  as  well  as  provided  fiscal  bene- 
fits in  the  short  run. 

CONCLUSION 

Although  the  experiences  of  the  nations  in  GAO's  study  suggest  that  resolving 
deficits  is  possible  in  advanced  democracies,  they  also  indicate  that  sustaining  fiscal 
disciphne  over  the  longer  term  is  difficult.  Thus,  deficit  reduction  strategies  de- 
signed to  promote  long-term  fiscal  progress  may  help  ensure  that  future  budgets  are 
better  positioned  to  withstand  future  economic  and  political  pressures. 

For  the  United  States,  reaching  budgetary  balance  in  2002  would  indeed  rep- 
resent an  achievement  that  by  itself  would  bring  about  fiscal  and  economic  benefits. 
Yet  this  achievement  will  not  eliminate  the  need  for  future  fiscal  discipline.  In  fact, 
the  needs  of  an  aging  society  will  be  more  easily  met  if  fiscal  balance — or  even  sur- 
plus— is  both  achieved  and  sustained  for  several  years. 

In  conclusion,  Mr.  Chairman,  I  would  repeat  our  view  that  current  policy  is  un- 
sustainable. The  question,  therefore,  is  not  whether  to  reduce  the  deficit  but  when 
and  how.  We  believe  those  choices  matter. 

Mr.  Chairman,  this  concludes  my  written  statement.  I  would  be  happy  to  answer 
any  questions  you  or  your  colleagues  might  have. 

Chairman  Kasich.  I  just  have  one  question.  I  would  like  to  know, 
June,  when  you  are  going  to  incorporate  generational  accounting  in 
your  reports  to  us.  WTien? 

Ms.  O'Neill.  Our  view  about  generational  accounts,  as  I  men- 
tioned in  my  remarks,  is  that  there  are  many  different  ways  of  ex- 
amining the  implications. 

Chairman  Kasich.  I  understand  that.  When  are  you  going  to 
make  a  determination  that  you  want  to  use  so  we  can  have  it  in 
there? 

Ms.  O'Neill.  I  think  that  is  a  subject  that  should  be  discussed 
in  some  depth,  because  there  are  obviously  pros  and  cons  about  in- 
corporating them.  It  is  not  too  clear  to  me  exactly  what  is  meant 
by  simply  stating  them. 

Many  assumptions  go  into  the  construction  of  generational  ac- 
counts. It  is  very  complicated.  I  know  that  what  you  see  is  the  bot- 
tom line.  You  see  a  number,  a  net  tax  rate.  But  it  is  our  respon- 
sibility to  be  sure  that  the  ingredients  that  we  have  used  convey 


'Countries  studied  were  Australia,  Canada,  Germany,  Japan,  Mexico,  and  the  United  King- 
dom. See  Deficit  Reduction:  Experiences  of  Other  Nations  (GAO/AIMD-95-30,  December  13, 
1994). 
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something  that  actually  means  what  it  looks  like  it  is  saying,  and 
the  generational  accounts  do  portray 

Chairman  Kasich.  June,  this  is  like  the  longest  answer  I  have 
ever  heard.  Are  you  going  to  do  this  soon? 

Ms.  O'Neill.  I  think  that  is  something  that  we  will  have  to  talk 
about. 

Chairman  Kasich.  OK.  Let's  have  a  meeting  in  my  office.  OK? 

Ms.  O'Neill.  That  would  be  fine. 

Chairman  Kasich.  We  will  talk  about  it.  Thank  you. 

I  would  really  like  to  get  to  these  next  witnesses.  We  hope  to 
have  somebody  from  the  Third  Millennium  here,  which  is  a  group 
that  is  supposed  to  be  out  there  speaking  up  for  young — we  have 
got  a  lot  of  young  people  in  the  hearing  room  today.  I  am  pleased 
to  see  that. 

If  you  don't  mind,  I  would  like  to  move  to  Mr.  Kotlikoff  and  to 
Mr.  Howe,  if  we  can  do  that,  unless — Martin,  unless  you  have  a 
question.  I  would  like  to  get  them  to  give  it  in  pretty  vivid  terms. 

Mr.  Sabo.  I  will  phrase  it  so  it  can  be  answered  yes  or  no. 

In  1981,  the  Congress  passed  a  very  substantial  tax  cut,  even  a 
higher  tax  cut  on  unearned  income  than  earned  income.  We  put  in 
place,  quote,  what  is  generally  classified  as  savings  incentives,  lots 
of  IRA's;  capital  gains  tax  cut  was  there.  The  tax  cut  went  through 
all  income  categories  and  it  was  a  little  higher  even  on  unearned 
income.  After  that  action,  was  there  a  huge  increase  in  the  savings 
rates  in  the  1980's? 

Ms.  O'Neill.  I  don't  believe  there  was.  I  believe  saving  rates 
have  been  declining  over  the  past  couple  of  decades. 

Chairman  Kasich.  Thank  you. 

I  would  like  to  now — I  appreciate  you  coming.  We  wanted  you  to 
kind  of  set  the  stage. 

I  did  want  to  point  out — well,  let's  get  Mr,  Kotlikoff  and  Mr. 
Howe  up  here. 

I  did  want  to  point  out  that  when  I  am  talking  about  savings  I 
am  not  talking  about  individual  savings  accounts.  I  am  talking 
about  a  national  savings  rate,  which  is  an  economic  term  that  has 
virtually  nothing — has  just  some  things  to  do  with  personal  sav- 
ings. We  are  talking  about  whether,  as  a  Nation,  whether  we  in- 
vest or  save  our  resources.  It  is  a  little  different  issue  than  whether 
we  save  money  because  of  an  IRA,  fundamentally  different. 

Anyway,  Mr.  Kotlikofi"  and  Mr.  Howe. 

Thank  you.  Dr.  O'Neill  and  Paul  Posner.  June,  we  will  see  you 
next  week  to  figure  out  when  you  are  going  to  get  this  in  there. 

Ms.  O'Neill.  OK.  Be  happy  to. 

Chairman  Kasich.  You  can  use  any  terminology  you  want  to. 
Here  you  go. 

STATEMENTS  OF  LAURENCE  J.  KOTLIKOFF,  PROFESSOR  OF 
ECONOMICS,  BOSTON  UNIVERSITY;  AND  NEIL  HOWE,  ECON- 
OMIST, AUTHOR,  HISTORIAN 

Chairman  Kasich.  Larry  Kotlikoff  is — I  didn't  even  know  this. 
He  was  tied  in  to  Alan  Auerbach,  but  Professor  Kotlikoff  has  been 
the  most  persistent  and  dedicated  advocate  of  generational  ac- 
counting, and  he  has — he  has  traveled  the  country.  I  mean,  he  is 
dedicated  to  this  like  any  other  person  that  really  wants  to  have 
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a  breakthrough.  He  wants  to  do  it  and  he  will  tell  you  because  of 
his  kid. 

He  is  a  professor  at  Boston  University,  and  I  am  reading  his 
textbook  at  the  present  time.  I  commend  it  to  anybody.  It  cost  me 
about  40  bucks.  I  thought  I  was  out  of  buying  textbooks  when  I 
was  out  of  Ohio  State,  but  I  guess  I  am  back  into  it  again.  I  want 
to  really  thank  him  for  coming  down  from  Boston. 

Neil  Howe,  I  don't  really  know  pretty  well,  but  everyone  tells  me 
he  is  really  outstanding.  He  is  a  graduate  of  Berkeley.  He  is  an  ad- 
visor to  a  whole  bunch  of  groups,  including  NTU  and  a  senior  ana- 
lyst for  the  Concord  Coalition. 

He  has  coauthored  a  book  with  Pete  Peterson  called  "On  Bor- 
rowed Time."  "Generations" — is  that  your  book,  as  well,  Neil? 

Mr.  Howe.  Yes. 

Chairman  Kasich.  That  is  a  big,  hot — ^you  know,  that  is  right  up 
there  with  Pearl  Jam's  second  album.  That  is  a  big  one. 

Now  he  is  working  on  a  book  that  I  would  be  interested  in  read- 
ing before  you  actually  get  it  published,  and  it  is  called  "The 
Fourth  Turning,"  which  is  what  we  are  likely  to  see  in  America  as 
we  head  into  the  next  century. 

I  don't  know  why  all  these  young  people  are  here.  I  wish  the 
room  was  totally  jammed  with  them,  because  this  is  really  about 
their  future.  It  is  a  very  exciting  notion  about  whether  we  are 
going  to  be  able  to  meet  the  challenge  and  allow  them  to  live  all 
of  their  dreams;  and  I 

Without  any  further  malarkey  from  me,  Larry,  why  don't  you  go 
ahead  and  go  first;  and  I  hope  you  will  describe  this  in  ways  that 
get  the  green  eyeshades  off. 

STATEMENT  OF  LAURENCE  J.  KOTLIKOFF 

Mr.  KOTLIKOFF.  OK.  I  will  try  my  best. 

Chairman  Kasich  and  other  distinguished  members  of  the  House 
Budget  Committee,  I  am  honored  to  be  here  with  you  this  morning 
to  discuss  generational  accounting  and  its  highly  alarming  mes- 
sages for  U.S.  fiscal  policy  and  economic  growth. 

As  has  been  mentioned,  generational  accounting  is  a  form  of 
long-term  fiscal  planning.  Long-term  fiscal  planning  is  the  most 
important  thing  that  a  budget  committee  and  other  budgetary 
groups  within  the  administration  and  in  Congress  need  to  do.  It  is 
surprising  and  indeed  shocking,  that  the  government  is  not  system- 
atically doing  long-term  fiscal  planning  but  is,  instead,  steering  its 
fiscal  policy  based  on  the  Federal  deficit  which,  frankly,  is  not  a 
well-defined  economic  concept. 

That  is  one  of  the  messages  I  hope  to  convey  to  you  today,  that 
we  are  using  the  wrong  set  of  numbers  to  guide  our  fiscal  policy; 
and,  consequently,  that  we  are  adopting  the  wrong  set  of  policies. 

Now,  generational  accounting  is  only  5  years  old,  but  it  is  being 
used  around  the  globe  from  Thailand  to  Norway  to  New  Zealand 
to  Japan  to  Germany  to  Canada  to  Sweden.  It  is  also  being  used 
by  the  IMF  and  the  World  Bank. 

The  CBO  has  spent  the  last  4  years  studying  generational  ac- 
counting. It  is  now  time  for  the  CBO  to  stop  studying  and  actually 
start  providing  Members  of  Congress  an  analysis  on  a  timely  basis 
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of  how  different  proposals  will  affect  different  generations,  includ- 
ing our  children  and  future  children. 

My  testimony  makes  six  points. 

The  first  is  that  generational  accounting  is  a  method  of  figuring 
out  how  much  existing  generations  are  going  to  pay  over  the  rest 
of  their  lives  in  taxes  net  of  the  transfers  which  they  are  going  to 
receive.  This  collective  net  tax  contribution  indicates  how  much  liv- 
ing generations  will  pay  of  the  government's  bills.  By  government 
bills  I  mean  the  government's  current  and  projected  spending  on 
goods  and  services  as  well  as  its  current  official  debt. 

If  you  compare  the  net  taxes  that  current  generations  are  going 
to  pay  toward  the  government's  bills,  the  difference  is  what  is  going 
to  be  left  over  for  future  generations  to  cover;  as  I'll  indicate.  The 
size  of  the  fiscal  bill  left  to  future  generations,  given  projections  of 
current  U.S.  policy,  is  astronomical  when  you  compare  that  bill  to 
the  labor  income  that  those  generations  are  projected  to  earn. 

The  second  message,  then,  is  that  generational  accounting  shows 
that  the  bill  that  we  are  leaving  our  kids  is  absolutely  enormous. 
In  conveying  this  message,  I  hasten  to  point  out  that  all  the  projec- 
tions that  go  into  U.S.  generational  accounting  come  from  the  U.S. 
Government — from  the  CBO,  0MB,  HCFA,  the  Social  Security  Ad- 
ministration, and  the  census.  All  of  these  projections  are  being 
factored  into  a  comprehensive  analysis  of  the  size  of  the  burden  to 
be  fostered  on  our  descendants. 

Parenthetically,  the  government  projections  we  use  are  those 
found  in  intermediate  assumptions,  which,  historically  have  been 
overly  optimistic. 

Now  one  of  the  other  things  that  generational  accounting  shows, 
and  this  is  the  third  point,  is  that  balancing  the  budget  in  2002  is 
far  too  little,  too  late,  to  achieve  generational  balance,  by  which  I 
mean  a  fair  and  equitable  treatment  of  current  and  future  genera- 
tions. 

The  fourth  point  is  that  Congress  needs  to  use  generational  ac- 
counting rather  than  deficit  accounting  in  setting  its  fiscal  policy. 

As  many  as  9  U.S.  Senators — 5  Democrats,  4  Republicans — Brad- 
ley, Gramm,  Kerrey,  Lieberman,  Moseley-Braun,  Simpson,  Lugar, 
Roth,  Simon — have  all  written  to  the  CBO  requesting  the  CBO  to 
start  doing  generational  accounting.  Martin  Feldstein  and  Michael 
Boskin,  former  Chairmen  of  the  Council  of  Economic  Advisors, 
have  advised  the  CBO  to  start  doing  generational  accounting. 

Congressman  Lamar  Smith  has  a  proposed  bill,  the  Children's 
Right  to  Know  Act,  which  would  compel  CBO  as  well  as  0MB  to 
start  doing  generational  accounting.  I  certainly  hope  that  all  mem- 
bers of  this  committee  will  help  Congressman  Smith  enact  this 
critically  important  legislation. 

The  fifth  point  I  want  to  make  to  you  is  that  the  Federal  deficit 
is  not  a  well-defined  economic  concept.  When  we  look  at  projections 
by  the  CBO  of  the  debt-to-GDP  ratio  equaling  100  percent  in  2020, 
our  immediate  reaction  is  that  we  have  24  years  to  wait  before  tak- 
ing any  real  action. 

But  we  are  using  a  definition  of  the  debt  which  is  completely  ar- 
bitrary. We  could  include  the  unfunded  liabilities  of  Social  Security 
and  the  unfunded  liabilities  of  Medicare  and  the  unfunded  liabil- 
ities of  Medicaid  and  the  unfunded  defense  expenditures  that  we 
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have  to  make  into  the  future,  and  we  could  have  a  debt-to-GDP 
ratio  right  now  of  over  500  percent.  So  what  way  we  label  govern- 
ment receipts  and  payments  is  producing  the  deficit  we  are  looking 
at. 

We  need  to  do  fiscal  analysis  with  a  mechanism  which  is  free  of 
labeling,  which  is  impervious  to  how  you  label  government  receipts 
and  pajrments,  and  that  is  what  generational  accounting  is  and 
does.  It  is  really  label-free  analysis  for  the  simple  reason  that  it  is 
trying  to  answer  a  well-posed  economic  question.  In  contrast,  the 
deficit  per  se  is  not  the  answer  to  any  particularly  well-posed  eco- 
nomic question.  Indeed,  that  is  why  you  can  define  it  any  way  you 
want,  because  you  are  not  trying  to  answer  a  question. 

Let  me  now  show  you  some  pictures  and  then  turn  things  over 
to  Neil. 

The  first  picture  is  Chart  1.  It  shows  the  lifetime  tax  rates  re- 
maining facing  generations  that  have  been  bom  this  century  and 
those  coming  in  the  future  under  current  policy  and  under  the  bal- 
anced budget  proposal. 

For  example,  I  was  born  in  1951,  so  my  generation's  lifetime  tax 
rate  under  current  policy  is  going  to  be  about  33  percent,  that  is, 
as  a  share  of  the  laboring  income  that  my  generation  is  projected 
to  earn  our  total  lifetime  net  taxes  represent  33  percent. 

If  you  consider  generations  who  are  going  to  be  bom  in  the  fu- 
ture— specifically,  if  you  look  at  this  bill  that  is  being  left  to  them 
as  a  fraction  of  their  projected  labor  income,  you  see  an  84-percent 
lifetime  tax  rate.  That  is  an  astronomical  bill. 

That  number  was  included  in  a  five-page  section  on  generational 
accounting  which  appeared  in  the  President's  fiscal  year  1995 
budget.  This  short  section  seems  to  have  received  more  press  cov- 
erage than  the  rest  of  the  2,000-page  document. 

The  next  year  we,  together  with  0MB,  prepared  the  same  kind 
of  analysis  for  the  fiscal  year  1996  budget.  But  the  White  House 
threw  out  the  section  on  generational  accounting  2  days  or  so  be- 
fore the  budget  was  to  be  printed.  They  just  took  it  and  threw  it 
out.  What  they  said,  in  doing  so,  is  that  they  weren't  going  to 
spend  5  pages  of  a  2,000  page  document  to  talk  about  how  the 
generationally  unconscionable  policy  that  they  and  previous  admin- 
istrations have  been  running  is  going  to  affect  today's  and  tomor- 
row's children. 

Hiding  the  truth  is  highly  alarming,  but  what  is  even  more 
alarming  is  that  the  policies  that  are  being  discussed  down  here  in 
Washington  right  now  don't  even  start  to  address  the  problem.  If 
you  look  at  the  red  bars  in  that  chart  behind  you,  you  will  see  the 
impact  of  the  Republican  budget  proposal,  which  is  certainly  better 
than  the  President's  original  proposal  in  terms  of  its  impact  on 
generational  accounts.  But  you  can  see  that  it  is  still  leaving  our 
children  to  face  a  72-percent  lifetime  tax  rate. 

Budget  balance  in  2002  is  far  too  little  too  late.  The  fact  that 
we've  made  this  our  goal  is  a  perfect  illustration  of  the  concern 
about  the  definition  of  the  deficit.  We  have  chosen  a  definition  of 
the  deficit  which  is  convenient.  We  have  chosen  one  so  that  things 
look  pretty  good  for  the  near  term.  But  if  you  do  long-term  fiscal 
planning  which  is  free  of  how  you  define  the  deficit,  you  see  that 
achieving  budget  balance  based  on  some  arbitrary  definition  of  the 
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deficit  7  years  from  now  or  6  years  from  now  is  not  going  to  solve 
the  real  problem  that  our  kids  face. 

Let  me  now  point  to  Chart  2,  which  shows  the  kinds  of  fiscal  ad- 
justments that  we  need  to  take  today  and  put  in  place  permanently 
in  order  to  get  the  lifetime  net  tax  rate  facing  future  generations 
down  and  those  facing  current  generations  up  until  they  meet, 
until  we  achieve  what  I  call  a  generational  balance.  That  should  be 
our  goal.  Indeed,  we  should  have  a  generational  balance  amend- 
ment, not  a  balanced  budget  amendment  being  debated  in  Con- 
gress. 

Now,  let's  look  at  Chart  2.  In  preparing  this  chart  I  assumed  the 
immediate  adoption  of  the  Republican  budget.  I  also  made  rosy  sce- 
nario assumptions  about  Medicare,  Medicaid  spending  after  2002. 
I  then  asked  whether  the  projected  taxes  that  we  get  under  these 
assumptions  cover,  in  present  value,  all  the  spending  that  is  pro- 
jected in  present  value.  The  answer  is  no.  I  then  asked  by  how 
much  will  we  have  to  immediately  and  permanently  raise  Federal 
taxes,  income  taxes,  in  order  to  produce  intertemporal  budget  bal- 
ance, that  is,  in  order  to  get  the  projected  taxes  to  cover  the  pro- 
jected spending  plus  the  government's  current  official  debt. 

It  turns  out  you  need  an  immediate  and  permanent  40-percent 
increase  in  Federal  income  taxes  under  the  Republican  plan.  If  you 
wait  until  2006 — for  10  more  years — you  need  a  60-percent  in- 
crease. 

This  is  just  one  way  to  illustrate  the  problem  that  we  face.  The 
demographics  are  severe. 

You  are  letting  Medicare  grow  at  three  times  the  rate  of  the 
economy.  I  looked  this  morning  at  the  real  Medicare  growth  rates 
for  last  year.  It  was  8.5  percent.  It  is  projected  to  be  9  percent  for 
this  year.  The  year  before,  it  was  9  percent.  This  is  three  to  four 
times  as  fast  as  the  economy  is  growing.  This  is  just  insane. 

I  have  a  5-year-old  and  a  minus  2-month  year-old,  and  they  de- 
serve better.  They  deserve  you  folks  looking  beyond  2002. 

We  have  very  good  computers.  And  we  have  long-term  projec- 
tions. All  we  have  to  do  is  put  them  together.  The  CBO  doesn't 
even  have  to  do  any  computer  programming  to  do  generational  ac- 
counting. We  have  given  them  the  program.  All  they  have  to  do  is 
put  the  same  numbers  they  have  got  in  their  projection  study  and 
run  the  program. 

Let  me  now  talk  about  the  impact  of  all  of  this  on  the  economy. 
Let's  look  at  Chart  3.  It  shows  that  the  national  savings  rate  has 
gone  down  the  tubes.  This  is  exactly  what  economic  theory  predicts 
will  happen  if  you  take  from  young  savers  and  give  to  old  spenders 
decade  after  decade.  The  Eisenhower,  Kennedy,  Johnson,  Nixon, 
Carter,  Reagan,  Bush,  and  Clinton  administrations  have  all  pre- 
sided over  increases  in  entitlement  payments  to  the  elderly.  They 
were  all  done  under  the  guise  of  budget  balance  because  they  were 
pay-as-you-go  financed. 

The  basic  neoclassical  economic  model,  the  life-cycle  model  for 
which  Franco  Modigliani  received  the  Nobel  Prize,  predicts  that  if 
you  take  from  young  people  and  give  to  old  people,  your  national 
saving  rate  will  fall.  The  U.S.  savings  rate  has  gone  down — from 
9  percent  in  the  1950's  and  1960's  to  below  3  percent  in  the  1990's. 
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The  U.S.  domestic  investment  rate  is  running  at  half  of  what  it 
used  to  do. 

If  you  look  at  Chart  4,  this  shows  that  impact  of  all  of  this  on 
labor  productivity  and  real  wage  growth — labor  productivity  growth 
is  running  about  a  third  of  what  it  used  to  and  real  wage  growth 
is  running  even  lower,  about  a  fourth  of  what  it  used  to  be  run- 
ning. 

So  there  is  a  direct  connection  between  fiscal  policies  that  we 
have  been  running  and  the  decline  in  national  saving.  To  see  this 
more  clearly,  look  at  Charts  5  and  6. 

If  you  look  at  Chart  5,  you  will  see,  among  other  things,  that  gov- 
ernment consumption  is  not  responsible  for  the  decline  in  U.S.  sav- 
ing. Government  purchases  of  goods  and  services  are  a  smaller 
share  of  output  now  than  at  any  time  in  the  last  four  decades.  The 
real  difference  here  is  that  the  household  sector  is  consuming  about 
7  percent  more  of  output  than  it  used  to;  and  if  you  look  within 
the  household  sector  at  who  is  consuming  so  much  more,  it  is  the 
elderly. 

Chart  6  compares  the  consumption  of  70-year-olds  to  30-year- 
olds.  In  the  early  1960's,  70-year-olds  consumed,  on  average,  about 
70  percent  of  what  30-year-olds  consumed.  As  of  the  late  1980's 
they  were  consuming  118  percent.  Right  now,  they  are  consuming 
about  140  percent. 

Indeed,  in  general  there  has  been  roughly  a  doubling  in  the  rel- 
ative consumption  of  the  old  to  the  young  on  a  per  capita  basis 
since  1960.  This  has  coincided  with  an  increase  in  the  resources  of 
the  elderly  relative  to  the  young;  and  the  overwhelming  reason  for 
why  that  has  happened  is  the  growth  of  entitlement  programs — So- 
cial Security,  Medicare,  and  Medicaid. 

To  summarize,  the  Federal  deficit  is  not  a  well-defined  concept. 
Official  measures  of  it  are  largely  beside  the  point  when  it  comes 
to  considering  either  the  sustainability  of  fiscal  policy  or  the  fiscal 
burdens  being  foisted  on  young  and  future  generations.  In  contrast 
to  deficit  accounting,  generational  accounting  represents  a  direct 
attempt  to  assess  the  sustainability  of  fiscal  policy  and  to  deter- 
mine which  generations  will  pay  for  the  government's  bills. 

Application  of  generational  accounting  to  the  United  States 
shows  that  current  U.S.  fiscal  policy  is  unsustainable  and  that  re- 
cent budget  proposals  fall  far  short  of  what  is  needed  to  prevent 
enormous  fiscal  burdens  from  being  placed  on  today's  and  tomor- 
row's children 

Our  past,  current,  and  projected  future  generational  policy  is  not 
only  sentencing  our  children  to  sky-high  taxes,  it  is  also  placing 
them  in  an  economy  with  very  little  saving,  investment,  and  real 
wage  growth. 

Chairman  Kasich  and  other  members  of  the  committee,  I  know 
you  share  my  deep  concern  with  the  course  of  U.S.  fiscal  policy  and 
generational  policy.  I  want  to  urge  you  to  do  whatever  it  takes,  to 
get  the  CBO  and  0MB  to  start  doing  generational  accounting. 

Finally,  as  a  father,  I  want  to  thank  you  for  all  the  efforts  I  know 
you  are  making  to  ensure  a  decent  future  for  my  children  and  the 
rest  of  America's  children. 

Chairman  Kasich.  Thank  you. 

[The  prepared  statement  of  Laurence  Kotlikoff  follows:] 
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Prepared  Statement  of  Laurence  J.  Kotlikoff,  Professor  of  Economics,  Bos- 
ton University;  Research  Associate,  the  National  Bureau  of  Economic  Re- 
search 

Chairman  Kasich  and  other  distinguished  members  of  the  House  Budget  Commit- 
tee, I  am  honored  by  this  opportunity  to  discuss  with  you  generational  accounting 
and  its  extremely  alarming  messages  for  U.S.  fiscal  policy  and  economic  growth. 
Generational  accounting  is  a  method  of  long-term  fiscal  analysis  and  planning  devel- 
oped by  myself,  Professor  Alan  Auerbach  of  the  University  of  California  at  Berkeley, 
and  Dr.  Jagadeesh  Gokhale  of  the  Federal  Reserve  Bank  of  Cleveland,  i  Its  goals  are 
to  assess  the  sustainability  of  fiscal  policy  and  to  measure  the  fiscal  burdens  facing 
current  and  future  generations. 

Although  generational  accounting  is  only  5  years  old,  it  has  already  been  applied 
to  the  United  States,  Germany,  Italy,  Norway,  Sweden,  Canada,  New  Zealand,  Aus- 
tralia, Denmark,  and  Thailand. ^  In  addition,  generational  accounting  projects  are 
underway  for  Japan,  Portugal,  Spain,  and  Argentina.  Interest  in  generational  ac- 
counting is  not  just  academic.  In  Italy,  Norway,  New  Zealand,  Japan,  and  Argen- 
tina, generational  accounting  was,  or  is,  being  done  by  governmental  bodies  such  as 
the  Bank  of  Japan  and  the  New  Zealand  Treasury.  The  generational  accounts  for 
Sweden  and  Thailand  were  produced  by  the  International  Monetary  Fund  and  the 
World  Bank.  Finally,  the  U.S.  Government  has  included  U.S.  generational  accounts 
in  past  editions  of  the  Federal  budget.^ 

My  testimony  makes  six  points. 

First,  generational  accounting  measures  directly  the  key  issue  underl5dng  our  fis- 
cal policy  debate,  namely,  how  large  a  tax  bill  are  we  leaving  our  children. 

Second,  U.S.  generational  accounting  shows  that  this  bill  is  enormous. 

Third,  balancing  the  budget  in  2002  is  far  too  little  too  late  to  produce 
generational  balance,  by  which  I  mean  fair  fiscal  treatment  of  current  ana  future 
generations. 

Fourth,  Congress  needs  to  use  generational  accounting,  rather  than  deficit  ac- 
counting, in  setting  fiscal  policy.  The  Congressional  Budget  Office  has  the  means 
to  do  generational  accounting.  What  it  lacks  is  the  will  to  do  this  comprehensive 
long-term  fiscal  planning  that  our  country  so  urgently  needs.  Although  the  CBO  has 
studied  generational  accounting,^  it  has,  to  date,  failed  to  comply  with  the  requests 
of  9  U.S.  Senators — 5  Democrats  and  4  Republicans — (Senators  Bradley,  Gramm, 
Kerrey,  Lieberman,  Lugar,  Moseley-Braun,  Simpson,  Roth,  and  Simon)  as  well  as 
the  advice  of  distinguished  members  of  its  Board  of  Advisers  (including  Stanford 
Professor  Michael  Boskin  and  Harvard  Professor  Martin  Feldstein,  both  former 
Chairmen  of  the  President's  Council  of  Economic  Advisers)  to  provide  its  own 
generational  accounting  of  U.S.  fiscal  policy  on  an  ongoing  basis.  The  Office  of  Man- 
agement and  Budget  has  both  the  will  and  the  means  to  do  generational  accounting, 
but  has,  unfortunately,  been  barred  by  the  White  House  from  doing  so. 

Congressman  Lamar  Smith's  proposed  bill,  "The  Children's  Right  to  Know  Act," 
would,  if  enacted,  mandate  an  annual  generational  accounting  by  0MB  in  future 
Federal  budgets.  This  critically  important  proposed  legislation  should  be  expanded 
to  require  CBO  to  also  provide  an  annual  generational  accounting  of  our  Nation's 


'See  Auerbach,  Alan  J.,  Jagadeesh  Gokhale,  and  Laurence  J.  KotUkoff,  "Generational  Ac- 
counts: A  Meaningful  Alternative  to  Deficit  Accounting,"  in  D.  Bradford,  ed.,  NBER  Volume,  Tax 
Policy  and  the  Economy,  Vol.  5,  Cambridge,  MIT  Press,  1991,  pp.  5S-110  and  Kothkoff,  Lau- 
rence J.,  Generational  Accounting,  New  York,  NY:  The  Free  Press,  1992. 

2 See  Auerbach,  Alan  J.,  Jagadeesh  Gokhale,  Laurence  J.  Kotlikoff,  and  Erling  Steigum,  Jr., 
"Generational  Accounting  in  Norway:  Is  Norway  Overconsuming  Its  Petroleum  Wealth,"  the 
Ruth  PoUak  Working  Paper  Series  on  Economics  No.  24,  Boston  University,  Department  of  Eco- 
nomics, October  1993;  Franco,  Daniele,  Jagadeesh  Gokhale,  Luigi  Guiso,  Laurence  J.  Kotlikoff, 
and  Nicola  Sartor,  "Generational  Accounting — The  Case  of  Italy,"  in  A.  Ando,  L.  Guiso  and  I 
Visco,  ed..  Saving  and  the  Accumulation  of  Wealth,  Cambridge  University  Press,  Cambridge, 
1993,  pp.  128-162;  Gokhale,  Jagadeesh,  Bernd  RafFelhueschen,  and  Jan  Walliser,  "The  Burden 
of  German  Unification:  A  Generational  Accounting  Approach,"  mimeo,  Federal  Reserve  Bank  of 
Cleveland,  September  1994  and  forthcoming  in  Finanzarchiv,  1995;  Oreopolous,  Philip,  "A 
Generational  Accounting  Perspective  on  Canadian  Public  Policy,"  mimeo.  University  of  British 
Columbia,  July  1995;  Ablett,  John,  "Generational  Accounting — An  Australian  Perspective," 
mimeo,  School  of  Economics,  University  of  New  South  Wales,  1995;  Kakwani,  Nanak,  Medhi 
Kongkaew,  Laurence  J.  Kotlikoff,  Sudhir  Shetty,  and  Jan  Walliser,  "Generational  Accounting  in 
Thailand,"  mimeo,  Boston  University,  November  1995;  and  Leibfritz,  Willi,  "Generational  Ac- 
counting: An  International  Comparison,"  OECD,  mimeo,  1995. 

3  See,  for  example.  Budget  of  the  United  States  Government  Fiscal  Year  1995,  Analytical  Per- 
spectives, Washington,  DC:  U.S.  Government  Printing  Office,  February  1994,  pp.  21-31. 

*See  "Who  Pays  and  When?  An  Assessment  of  Generational  Accounting,"  the  Congressional 
Budget  Office,  November  1995. 
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finances  as  well  as  an  accounting  of  the  generational  effects  of  all  major  proposed 
changes  in  Federal  fiscal  policy. 

Fifth,  in  focusing  on  the  Federal  deficit,  we  are,  in  effect,  focusing  on  the  emper- 
or's new  clothes  rather  than  the  naked  truth  about  our  fiscal  policy.  Notwithstand- 
ing all  the  attention  it  receives,  the  deficit  is  not  a  well  defined  concept.  It  measures 
neither  a  nation's  generational  policy  nor  any  other  aspect  of  its  fiscal  policy.  In- 
stead, the  deficit  measures  a  nation's  fiscal  vocabulary.  The  U.S.  Government  has, 
historically,  chosen  its  fiscal  language  to  permit  it  to  report  relatively  small  deficits. 
Under  cover  of  these  reported  deficits,  the  Federal  Government  has  redistributed 
and  continues  to  redistribute  enormous  sums  from  young  and  future  Americans  to 
contemporaneous  older  ones. 

Sixth,  our  five-decade-long  policy  of  taking  ever  larger  sums  from  young  savers 
and  giving  them  to  old  spenders  is  the  primary  reason  our  Nation  is  saving  so  little, 
investing  so  little,  and  growing  so  slowly.  In  pursuing  this  policy,  we  are  hitting  our 
children  with  a  double  whammy:  sky  high  taxes  and  stagnant  real  wages. 

HOW  GENERATIONAL  ACCOUNTING  WORKS  AND  WHAT  IT  MEASURES 

Generational  accounting  is  based  on  the  government's  intertemporal  budget  con- 
straint which  requires  that  either  current  or  future  generations  pay  the  govern- 
ment's bills.  The  government's  bills  refer  to  the  present  value  of  the  government's 
projected  future  purchases  of  goods  and  services  plus  its  official  net  financial  liabil- 
ities. Subtracting  from  these  bills  the  present  value  of  projected  future  net  tax  pay- 
ments of  current  generations,  gives  the  present  value  net  tax  burden  facing  future 
§enerations  implied  by  current  policy.  Net  tax  payments  are  taxes  paid  less  Social 
ecurity,  Medicare,  and  other  transfer  pa3Tnents  received.^ 

The  net  tax  burden  facing  future  generations  can  be  divided  by  the  present  value 
of  their  projected  labor  earnings  to  produce  a  lifetime  net  tax  rate.  By  comparing 
the  lifetime  net  tax  rates  facing  future  generations  with  that  facing  current 
newborns  (who  are  assumed  to  pay,  over  their  lifetimes,  only  the  net  taxes  implied 
by  current  policy),  one  can  assess  the  sustainability  of  current  fiscal  policies.  For 
example,  if  the  lifetime  net  tax  rate  facing  future  generations  is  higher  than  that 
facing  newborns,  maintaining  current  policy  through  time,  which  means  taxing  suc- 
cessive new  generations  at  the  same  rate  as  current  generations,  is  not  sustainable 
because  it  won't  suffice  to  pay  for  the  government's  bills. 

Besides  comparing  the  lifetime  n^  tax  rates  facing  future  generations  with  that 
of  newborns,  generational  accounting  calculates  the  present  value  changes  in  net 
taxes  of  generations,  both  living  and  future,  resulting  from  changes  in  fiscal  policies. 
Take  an  expansion  of  pay-as-you-go-financed  Social  Security  retirement  benefits. 
Generational  accounting  shows  that  this  policy  helps  current  older  and  harms  cur- 
rent younger  and  future  generations.  Specifically,  it  records  the  reduction  in  the 
present  value  net  tax  payments  of  older  generations  arising  under  the  policy  as  well 
as  the  increase  in  the  present  value  net  tax  payments  of  young  and  future  genera- 
tions (whose  increased  pajToll  taxes  have  a  larger  present  value  than  do  their  in- 
creased Social  Security  retirement  benefits).^ 

Finally,  generational  accounting  can  identify  the  set  of  sustainable  policies  avail- 
able to  the  government.  For  example,  generational  accounting  can  calculate  the  im- 
mediate and  permanent  annual  percentage  increase  in  income  tax  revenues  (relative 
to  the  baseline  projected  time  path  of  these  revenues)  needed  to  achieve  intertem- 
poral budget  balance.  This  calculation  takes  the  government's  projected  expendi- 
tures and  nonincome  tax  receipts  as  given  and  asks:  "By  what  percentage  would  one 
need  to  immediately  and  permanently  raise  income  taxes  so  as  to  be  able  (in  con- 
junction with  other  tax  receipts)  to  pay  for  the  government's  projected  future  ex- 
penditures and  its  current  net  financial  liabilities,  and  never  nave  to  raise  taxes 
again." 

This  sustainability  calculation  is,  by  the  way,  essentially  identical  to  that  under- 
taken annually  by  the  Social  Security  trustees  when  they  calculate  the  immediate 
and  permanent  percentage  increase  in  pajToll  taxes  needed  to  equate  the  present 
value  of  projected  future  Social  Security  expenditures  to  the  present  value  of  pro- 
jected future  taxes  plus  the  current  Social  Security  Trust  Fund.  Indeed,  if  one  were 
to  include  only  Social  Security  benefits  and  taxes  in  the  construction  of  generational 
accounts,  one  would  end  up  with,  essentially,  the  Trustee's  Report  of  the  Social  Se- 
curity Administration. 


^The  fact  that  the  government's  bills  left  unpaid  by  current  generations  must  be  paid  by  fu- 
ture generations  does  not  mean  that  future  generations  must  pay  off  (retire)  official  government 
debt  at  some  finite  future  date.  They  do,  however,  have  to  service  the  debt. 

^  This  statement  assumes  that  the  return  to  capital  exceeds  the  growth  rate  of  the  economy. 
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SCOPE  AND  CONSTRUCTION  OF  GENERATIONAL  ACCOUNTS 

Like  the  Trustee's  Report,  generational  accounting  incorporates  fiscal,  demo- 
graphic, and  growth  projections.  But  unlike  the  Trustee's  Report,  which  considers 
only  Social  Securitj'  taxes,  transfers,  and  assets,  generational  accounting  provides 
a  comprehensive  analysis  of  the  United  States'  and  other  countries'  fiscal  situations. 
It  does  so  by  considering  all  taxes,  transfers,  net  financial  liabilities,  as  well  as  all 
government  spending  at  all  levels  of  government  (Federal,  State,  and  local). 

The  projections  used  in  U.S.  generational  accounting  are  provided  by  the  govern- 
ment, including  the  Office  of  Management  and  Budget,  the  Social  Security  Adminis- 
tration, and  the  Health  Care  Financing  Administration.  Projected  totals  of  taxes  and 
transfers  (on  a  national  income  account  basis)  are  distributed  by  age  and  sex  to  ex- 
isting generations  based  on  age-sex  profiles  derived  from  cross-section  surveys  and 
other  information.  Generational  accounting  simply  applies  arithmetic  to  these  data. 
So  generational  accounting  is  not  a  complicated  "black  box."  Instead,  it's  a  straight- 
forward means  of  drawing  out  the  collective  implications  of  the  government's  sepa- 
rate fiscal,  demographic,  and  growth  projections. 

U.S.  GENERATIONAL  ACCOUNTS 

Chart  1  presents  lifetime  net  tax  rates  of  generations  born  in  this  century  as  well 
as  future  generations.''  The  dark  bars  show  the  net  tax  rates  under  baseline  policy — 
U.S.  fiscal  policy  as  of  1995.  The  light  bars  show  net  tax  rates  under  the  Republican 
budget  passed  by  Congress  and  rejected  by  the  President  in  the  late  fall  of  1995 — 
a  budget  which  promised  to  reduce  the  deficit  to  zero  by  2002. 

Chart  1.— U.S.  Lifetime  Net  Tax  Rates  Under  Alternative  Policies 
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Under  baseline  policy,  lifetime  net  tfix  rates  increase  from  24  percent  for  the  gen- 
eration bom  at  the  turn  of  the  century  to  34  percent  for  children  who  have  just  been 
bom.  In  other  words,  over  the  course  of  this  century  the  net  tax  rate  of  successive 
living  generations  rises  by  over  40  percent.  This  growth  in  net  taxation  notwith- 
standing, future  generations  face  a  dramatically  higher  lifetime  net  tax  rate — one 


''A  generation's  lifetime  net  rate  is  defined  as  the  ratio  of  its  lifetime  net  tax  payment  to  its 
lifetime  labor  earnings,  both  of  which  are  measured  as  present  values  discounted  to  the  year 
the  generation  is  born. 
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equal  to  84  percent.^  Note  that  this  is  a  net,  not  a  gross  tax  rate.  Since  future  gen- 
erations would  receive  positive  transfer  payments,  their  gross  tax  rate  would  exceed 
84  percent. 

Next,  consider  the  Republican  budget  plan.  This  plan  raises  the  net  tax  rates  of 
current  generations  primarily  by  slowing  the  growth  of  Medicare  and  Medicaid 
transfers.  The  higher  net  taxation  of  current  generations,  coupled  with  reduced  lev- 
els of  future  government  purchases,  lowers  the  net  tax  rate  facing  future  genera- 
tions; but  not  by  much.  The  rate  declines  from  84  percent  to  only  71  percent,  where- 
as the  34  percent  net  tax  rate  facing  newborn  increases  only  marginally.^  Thus, 
Chart  1  tells  us  that  waiting  until  2002  to  balance  the  budget  is  doing  too  little  too 
late  to  stabilize  the  net  tax  burden  facing  future  Americans. 

Should  one  be  surprised  that  the  Republican  budget  doesn't  come  close  to  achiev- 
ing generational  balance,  defined  as  equal  lifetime  net  tax  rates  facing  newborn  and 
future  generations?  Not  really.  The  plan  doesn't  reduce  government  debt.  Instead, 
it  lets  it  grow  by  hundreds  of  billions  of  dollars  for  7  more  years  and  provides  no 
guarantee  that  it  won't  grow  at  record  rates  thereafter.  The  plan  doesn't  stabilize 
the  growth  of  Medicare  and  Medicaid  benefits.  These  benefits  continue  to  grow  year 
after  year  at  roughly  twice  the  rate  of  the  economy.  And  the  plan  doesn't  change 
America's  demographic/fiscal  dilemma — the  fact  that  the  enormous  cohort  of  baby 
boomers  starts  collecting  Social  Security  benefits  in  just  12  years  and  Medicare  ben- 
efits in  just  15  years. 

GENERATIONAL  ACCOUNTING  VERSUS  DEFICIT  ACCOUNTING 

As  just  illustrated,  budget  balance  and  generational  balance  bear  no  necessary  re- 
lationship. Nor  should  they.  Notwithstanding  its  ubiquitous  use  in  the  analysis  of 
fiscal  affairs,  the  deficit  is  neither  a  well-defined  economic  concept  nor  the  answer 
to  a  well-posed  economic  question.  i°  Rather  it  is  a  reflection  of  economically  arbi- 
trary decisions  by  the  government  with  respect  to  the  labeling  of  government  re- 
ceipts and  payments.  11  This  is  not  the  case  for  generational  accounting,  since  the 
answers  to  the  key  economic  questions  addressed  by  generational  accounting  are 
invariant  to  the  choice  of  fiscal  labels. ^^ 

Take,  for  example,  the  view  of  many  Members  of  Congress  that  "the"  Federal  defi- 
cit should  be  defined  to  exclude  Social  Security's  surplus.  Under  such  a  definition, 
the  administration's  1995  plan  to  balance  "the"  budget  in  2005  produces  a  $120  bil- 
lion deficit  in  that  year  rather  than  a  zero  deficit.  ^^  If  the  deficit  is  defined  to  ex- 
clude all  Social  Security  contributions  (not  simply  those  in  excess  of  outlays)  on  the 
grounds  that  each  dollar  contributed  purchases  an  implicit  I.O.U.  for  future  benefits 
from  the  government,  the  2005  deficit  under  the  administration's  policy  is  over  $1 
trillion  rather  than  zero. 


®  Again,  this  figure  is  high,  in  part,  because  it  is  based  on  a  counterfactual  experiment  in 
which  currently  living  generations  are  assumed  to  pay,  over  the  remainder  of  their  lives,  only 
the  net  taxes  implied  oy  current  policy. 

^The  net  tax  rate  facing  current  newborns  is  increased  because  of  the  reduced  growth  in  Med- 
icare and  Medicaid,  but  reduced  because  of  the  Republicans'  plan  to  cut  income  taxes.  These 
calculations  incorporate  a  6-percent  real  discount  rate.  The  corresponding  net  tax  rates  for  cur- 
rent newborns  and  future  generations  based  on  a  3-percent  real  discount  rate  are  23  and  51 
percent  under  baseline  pohcy  and  27  and  45  percent  under  the  Republican  budget  plan.  Note 
that  the  generational  imoalance  in  baseline  policy,  defined  as  the  ratio  of  the  net  tax  rate  facing 
future  generations  to  that  facing  newborns,  is  quite  similar  whether  one  uses  a  6-  or  3-percent 
discount  rate.  With  a  6-percent  discount  rate,  the  ratio  is  2.5,  with  a  3-percent  rate,  the  ratio 
is  2.2.  Under  the  Republican  plan,  generational  imbalance  is  2.1  with  a  6-percent  discount  rate 
and  1.7  percent  with  a  3-percent  discount  rate. 

i°See  KotlikofF,  Laurence  J.,  "Deficit  Delusion,"  The  Public  Interest,  1986;  Auerbach,  Alan  J. 
and  Laurence  J.  KotlikofF,  Dynamic  Fiscal  Policy,  New  York,  NY:  Cambridge  University  Press, 
1987,  and  KothkofF,  Laurence  J.,  "From  Deficit  Delusion  to  the  Fiscal  Balance  Rule-Looking  for 
a  Meaningful  Way  to  Describe  Fiscal  Policy,"  the  Economic  Journal,  seventh  supplement,  1993 
(NBER  working  paper  2841). 

11  Martin  Feldstein's  study,  "Social  Security,  Induced  Retirement,  and  Aggregate  Capital  Accu- 
mulation," Journal  of  Political  Economy,  Vol.  82,  1974,  made  a  seminal  contribution  in  pointing 
out  not  only  tliat  pay-as-you-go  Social  Security  programs  could  reduce  national  saving,  out  also 
that  the  government's  measure  of  debt  excludes  unhinded  Social  Security  Habilities.  In  so  doing, 
Feldstein  implicitly  raised  the  question  of  whether  the  debt  and  its  changes  over  time  were  well 
defined  concepts. 

12 These  questions  are  (a)  how  the  fiscal  burden  facing  newborns  compares  with  that  facing 
future  generations  and  (b)  how  changes  in  policy  alter  Qie  fiscal  burdens  of  hving  and  future 
generations. 

13  Under  intermediate  assumptions,  the  Social  Security  Trustees  project  a  surplus  of  $134.9 
billion  in  2005  (see  1995  Annual  Report  of  the  Board  of  Trustees  of  the  Federal  Old-Age  and 
Survivors'  Insurance  and  Disabihty  Insurance  Trust  Funds,  p.  181). 


32 

Given  that  the  deficit's  definition  is  arbitrary,  it's  not  clear  what  fundamental  pol- 
icy objective,  if  any,  is  being  pursued  by  balancing  "the"  budget.  What  is  clear,  how- 
ever, is  that  generational  accounting,  rather  than  deficit  accounting,  is  needed  to  de- 
termine whether  any  particular  policy  is  helping  to  achieve  generational  balance. 

ACHIEVING  GENERATIONAL  BALANCE  IN  THE  UNITED  STATES 

Assuming  the  adoption  of  the  Republican  budget  or  a  reasonable  facsimile,  what 
additional  policies  are  needed  to  achieve  generation  balance?  Chart  2  provides  some 
answers.  It  shows  alternative  policies,  beginning  either  in  1996  or  2006,  which 
would  equalize  the  lifetime  net  tax  rates  facing  newborns  and  future  generations, 
albeit  at  different  levels.  The  three  types  of  policies  considered  are  permanent  per- 
centage increases  in  Federal  income  tax  revenues,  permanent  percentage  reductions 
in  all  Federal  transfer  payments,  and  permanent  percentage  cuts  in  Federal  Gov- 
ernment purchase.  Each  of  these  policies  is  sustainable  in  that,  once  undertaken, 
no  additional  adjustments  are  projected  to  be  needed  to  satisfy  the  government's  in- 
tertemporal budget  constraint. 

Chart  2.— Alternative  Policy  Changes  Needed  to  Achieve  Generational 
Balance  Given  Adoption  of  Republican  Budget 
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Achieving  generational  balance  by  raising  Federal  income  taxes  requires  a  41-per- 
cent increase  in  revenues  if  taxes  are  raised  starting  in  1996  and  a  61-percent  in- 
crease if  they  are  raised  starting  in  2006.'*  The  equalized  lifetime  net  tax  rates  fac- 
ing current  and  future  newborns  are,  in  these  two  cases,  41  and  44  percent,  respec- 
tively. If  cuts  in  Social  Security,  Medicare,  and  other  Federal  transfer  payments  are 
used  instead  to  achieve  generational  balance,  a  30-percent  cut  is  needed  starting  in 
1996  and  a  43-percent  cut  is  needed  starting  in  2006. '"^  For  these  two  policies,  the 


1*  These  tax  increases  are  calculated  assuming  a  6-percent  real  discount  rate.  If  one  uses  a 
3-percent  real  discount  rate,  the  requisite  Federal  income  tax  increases  are  54  percent  starting 
in  1996  and  62  percent  starting  in  2006. 

'* These  transfer  cuts  are  calculated  assuming  a  6-percent  real  discount  rate.  If  one  uses  a 
3-percent  real  discount  rate,  the  requisite  cut  in  transfer  payments  is  35  percent  starting  in 
1996  and  74  percent  starting  in  2006 
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equalized  lifetime  net  tax  rates  are  38  and  40  percent,  respectively.  Finally, 
generational  balance  could  be  achieved  by  cutting  Federal  purchases  by  71  percent 
starting  in  1996  or  by  an  infeasible  109  percent  starting  in  2006.  In  both  of  these 
cases,  the  equalized  lifetime  net  tax  rate  is  34  percent.  ^^ 

Chart  2  tells  us  three  things:  First,  the  1995  Republican  budget  and,  by  extension, 
the  administration's  1995  budget,  fall  very  far  short  of  the  kinds  of  fiscal  adjustment 
needed  to  produce  generational  balance  and  achieve  a  sustainable  policy.  Second, 
the  longer  the  government  waits  to  achieve  generational  balance,  the  more  painful 
the  fiscal  adjustment  will  be.  Third,  the  long-term  U.S.  fiscal  outlook  is  extraor- 
dinarily dire. 

SHORTCOMINGS  OF  GENERATIONAL  ACCOUNTING 

As  indicated,  generational  accounting  doesn't  rely  on  a  fully  articulated, 
stochastic,  general  equilibrium  simulation  model.  Instead,  it  combines  governments' 
own  forecasts  of  receipts  and  payments  with  other  information  in  a  simple  and 
straightforward  way.  This  simplicity  is  both  a  strength  and  a  weakness.  I'd  much 
prefer  policymakers  to  consider  general  equilibrium  models,  indeed  a  range  of  such 
models,  in  formulating  their  policies.  But,  as  a  practical  matter,  generational  ac- 
counting may  be  the  best,  long-term  fiscal  planning  tool  that  policymakers  would 
actually  use. 

Because  generational  accounting  does  not  consider  general  equilibrium  feedbacks, 
it  only  provides  an  approximation  to  the  true  generational  welfare  effects  (incidence) 
of  changes  in  fiscal  policy,  i''  The  quality  of  this  approximation  depends  on  the  ex- 
tent to  which  the  actual  incidence  of  fiscal  changes  is  distributed  across  generations 
in  accordance  with  generational  accounting  procedures  for  allocating  aggregate 
changes  in  taxes  and  transfers  to  specific  generations. 

Professor  Hans  Fehr  of  the  University  of  Tubingen  and  I  studied  the  size  of  the 
approximation  error  in  usin^  generational  accounting  to  assess  generational  inci- 
dence. ^^  We  simulated  a  variety  of  fiscal  policies  in  closed-  and  open-economy  ver- 
sions of  the  Auerbach-Kotlikoff  Dynamic  Life-Cycle  Simulation  Model  and  compared 
the  dollar  value  of  the  actual  change  in  utility  of  particular  generations  with  the 
change  in  their  generational  accounts.  We  found  that  changes  in  generational  ac- 
counts generally  provide  fairly  good  approximations  to  generations'  actual  utility 
changes.  The  approximations  are  better  for  living  generations.  They  are  worse  for 
policies  that  involve  significant  changes  in  fiscal  distortions,  and  they  are  worse  in 
economies  with  sizable  capital-adjustment  costs. 

Using  a  life-cycle  model  automatically  rules  out  the  possibility,  raised  by  Robert 
Barro  and  Gary  Becker,  that  private  intergenerational  transfers  offset  government 
intergenerational  redistribution.  Were  such  the  case,  there  would  be  much  less  need 
for  generational  accounting.  However,  recent  coauthored  studies  of  mine  sharply  re- 
ject such  models.  At  the  cohort  level,  postwar  U.S.  intergenerational  redistrioution 
from  young  and  future  generations  to  older  generations  has  been  associated  with 
dramatic  increases  in  the  relative  consumption  of  older  Americans.  ^^  The  data 
speak  quite  clearly:  older  generations  are  spending  the  transfers  they  receive;  they 
aren't  giving  them  to  their  children  via  larger  intervivos  transfers  or  leaving  them 
to  their  children  via  larger  bequests.  Indeed,  the  U.S.  government's  past  and  ongo- 
ing policy  of  transferring  from  young  savers  to  old  spenders  appears  to  be  the  major 
cause  for  the  greater  than  two  thirds  decline  in  the  U.S.  national  saving  rate  since 
1950.2°  This  cohort-level  rejection  of  intergenerational  altruism  is  very  strongly  con- 


i^This  cut  in  Federal  spending  is  calculated  assuming  a  6-percent  real  discount  rate.  If  one 
uses  a  3-percent  real  discount  rate,  the  requisite  spencung  cut  is  95  percent  starting  in  1996 
and  above  100  percent  starting  in  2006. 

iTor  a  critique  of  generational  accounting  and  a  reply,  see  Robert  Haveman,  "Should 
Generational  Accounts  Replace  Public  Budgets  and  Deficits?"  and  Auerbach,  Alan  J.,  Jagadeesh 
Gokhale,  and  Laurence  J.  KotlikoflF,  "Generational  Accounting:  A  Meaningful  Way  to  Evaluate 
Fiscal  Policy."  Both  articles  appear  in  the  Journal  of  Economic  Perspectives,  Vol.  8,  No.  1,  win- 
ter 1994. 

*^See  Fehr,  Hans  and  Laurence  J.  KotlikofF,  "Generational  Accounting  in  General  Equi- 
librium," NBER  working  paper  No.  5090,  April  1995. 

^^See  Abel,  Andrew  and  Laurence  J.  Kotlikoff,  "Intergenerational  Altruism  and  the  Effective- 
ness of  Fiscal  Policy — New  Tests  Based  on  Cohort  Data,"  in  Savings  and  Bequests,  Toshiaki 
Tachibanaki,  ed.,  Ann  Arbor,  Michigan:  The  University  of  Michigan  Press,  1994,  pp.  167-196 
(NBER  Reprint  1928). 

^f"  Gokhale,  Jagadeesh,  Laurence  J.  Kothkoff,  and  John  Sabelhaus,  "Understanding  the  Post- 
war Decline  in  U.S.  Saving:  A  Cohort  Analysis,"  forthcoming  in  The  Brookings  Papers  on  Eco- 
nomic Activity,  1996,  shows  that  the  government's  intergenerational  redistribution  from  young 
and  future  generations  to  the  elderly  is  responsible  for  the  postwar  decline  in  U.S.  saving.  In 
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firmed  by  studies  of  the  consumption  and  intervivos  transfers  of  individual  extended 
American  families. 21 

Perhaps  the  most  important  concern  about  generational  accounting  is  the  choice 
of  the  proper  discount  rate  to  use  in  an  uncertain  world  featuring  multiple  assets 
and  incomplete  markets.  The  key  question  is  how  to  properly  discount  uiture  tax 
pajmients  and  transfer  receipts  in  light  of  the  riskiness  of  these  payments  and  re- 
ceipts. Although  this  is  a  key  area  for  future  research,  it's  important  to  note  that 
there  is  a  huge  imbalance  in  U.S.  generational  policy  for  all  reasonable  choices  of 
the  discount  rate. 

THE  IMPACT  OF  POSTWAR  U.S.  GENERATIONAL  POLICY  ON  SAVING,  INVESTMENT,  AND 

GROWTH 

Chart  3  shows  U.S.  saving  and  U.S.  domestic  investment  rates  in  the  1990's  and 
previous  four  decades.  To  an  economist,  this  is  not  a  pretty  picture.  It  shows  that 
the  U.S.  saving  rate  has  averaged  only  2.7  percent  since  1990,  compared  with  9.1 
percent  in  the  1950's  and  1960's.  Less  saving  means  less  investment.  And,  since 
1990,  our  investment  rate  has  been  running  at  less  than  half  the  rate  of  the  50's 
and  60's. 

Chart  3. — The  Postwar  Decline  in  U.S.  Saving  and  Investment 
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1960-1969 


1970-1979 


1980-1989 


1990-1994 


Investment  refers  to  the  addition  of  new  plant  and  equipment  to  our  economy. 
Hence,  the  more  we  invest,  the  more  of  these  capital  goods  workers  get  to  use  in 
producing  goods  and  services,  and,  consequently,  the  more  productive  they  are.  More 
productive  workers  earn  higher  wages,  so  there  is  a  direct  line  of  causality  running 
from  low  rates  of  saving,  to  low  rates  of  investment,  to  low  rates  of  labor  productiv- 
ity growth,  to  low  rates  of  real  wage  growth.  Chart  4  shows  that  U.S.  labor  produc- 
tivity and  real  wages  are  pretty  closely  related  and  that  both  are  growing  at  much 
slower  rates  now  than  was  the  case  in  the  1950's  and  1960's. 


addition,  Auerbach,  Alan  J.,  Jagadeesh  Gokhale,  Laurence  J.  Kotlilcoff,  John  Sabelhaus,  and 
David  N.  Weil,  "The  Annuitization  of  Americans'  Resources:  A  Cohort  Analysis,"  NBER  working 
paper  No.  5089,  April  1995,  shows  that,  as  a  share  of  their  resources,  older  Americans  have  re- 
duced their  life  insurance  holdings,  not  increased  them,  in  response  to  an  increase  in  the 
annuitization  of  their  resources. 

2' See  Altonji,  Joseph,  Fumio  Hayashi,  and  Laurence  J.  Kotlikoff,  "Is  the  Extended  Family  Al- 
truistically Linked?  New  Tests  Based  on  Micro  Data,"  the  American  Economic  Review,  Decem- 
ber 1992  (NBER  Reprint  1811),  Hayashi,  Fumio,  Joseph  Altonji,  and  Laurence  J.  Kotlikoff, 
"Risk  Sharing  Between  and  Within  Famihes,"  NBER  working  paper  No.  3834,  forthcoming  in 
Econometrica,  1996,  and  "Parental  Altruism  and  Intervivos  Transfers:  Theory  and  Evidence, 
forthcoming  NBER  working  paper,  Boston  University  Institute  for  Economic  Development  work- 
ing paper  No.  65,  Oct.  1995. 
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Chart  4.— Labor  Productivity  and  Real  Wage  Growth 
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If  low  U.S.  saving  helps  explain  low  U.S.  real  wage  growth,  what  explains  low 
U.S.  saving?  Well,  the  flip  side  of  having  a  low  saving  rate  is  having  a  high  con- 
sumption rate.  So  let's  consider  who  is  consuming  at  such  a  high  rate  these  days. 
The  answer  is  the  household  sector.  It's  not  the  government.  As  Chart  5  shows, 
household  consumption  is  a  larger  share  of  output  now  than  in  the  past,  whereas 
government  consumption  is  a  smaller  share.  All  right  then,  if  the  household  sector's 
rate  of  consumption  is  to  blame,  who  within  the  household  sector  is  consuming  so 
much  more?  The  answer  is  not  the  supposedly  spendthrift  baby  boomers  or  members 
of  Generation  X.  Instead,  it's  the  elderly,  whose  consumption,  measured  on  a  per 
person  basis,  has  risen  enormously  compared  to  that  of  the  young  and  middle  aged. 
Let's  look  at  an  example. 
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Chart  5.— Postwar  Household  and  Government  Consumption  Rates 


1950-1959  .1960-1969  1970-1979  1980-1989  1990-1995 

■■  Government  Consumption  Rata  ^  Household  Consumption  Rate 


Chart  6  considers  two  periods — the  early  1960's  and  the  late  1980's.  It  shows  how 
the  average  consumption  and  economic  resources  of  70-year-olds  has  grown  relative 
to  those  of  30-year-olds.  In  the  early  1960's,  70-year-olds  consumed  only  71  percent 
of  the  amount  consumed  by  30-year-olds.  But  by  the  late  1980's,  70-year-olds  were 
consuming  118  percent  of  the  amount  consumed  by  30-year-olds.  Some  of  this  dra- 
matic increase  in  the  relative  consumption  of  the  elderly  reflects  increased  consump- 
tion of  medical  goods  and  services.  But  nonmedical  consumption  of  the  elderly  has 
also  risen  much  more  rapidly  than  that  of  the  young.  In  the  early  1960's,  the 
nonmedical  consumption  of  70-year-olds  was  63  percent  of  the  nonmedical  consump- 
tion of  30-year-olds.  In  the  late  1980's,  it  was  91  percent. 

The  chart  also  shows  that  the  average  economic  resources  of  70-year-olds  has 
risen  from  56  percent  of  the  resources  of  30-year-olds  to  85  percent.  The  measure 
of  economic  resources  being  used  here  includes  all  forms  of  income,  including  gov- 
erimient  transfer  payments,  received  by  individuals. 
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Chart  6. — Resources  and  Consumption  of  70-  Relative  to  30-Year-Olds 


Early  1 960s 


Late  1 980s 


What  we  see  in  this  chart  is  not  surprising.  The  dramatic  growth  in  the  relative 
consumption  of  the  elderly  has  coincided  with  a  dramatic  growth  in  their  relative 
incomes.  And  the  principle  reason  the  income  of  the  elderly  has  risen  so  much  faster 
than  that  of  the  young  is  the  fantastic  postwar  growth  in  Social  Security,  Medicare, 
and  Medicaid. 

conclusion 

The  Federal  deficit  is  not  a  well-defined  economic  concept,  and  official  measures 
of  it  are  largely  beside  the  point  when  it  comes  to  considering  either  the  sustain- 
ability  of  fiscal  policy  or  the  fiscal  burdens  being  foisted  on  young  and  future  gen- 
erations. In  contrast  to  deficit  accounting,  generational  accounting  represents  a  di- 
rect attempt  to  assess  the  sustainability  of  fiscal  policy  and  to  determine  which  gen- 
erations will  pay  for  the  government's  bill.  Application  of  general  accounting  to  the 
United  States  shows  that  current  U.S.  fiscal  policy  is  unsustainable  and  that  recent 
budget  proposals  fall  far  short  of  what  is  needed  to  prevent  placing  enormous  fiscal 
burdens  on  today's  and  tomorrow's  children.  Past  and  current  generational  policy 
is  not  only  sentencing  our  children  to  sky-high  taxes.  It's  also  placing  them  in  an 
economy  with  very  little  saving,  investment,  and  real  wage  growth. 

Chairman  Kasich  and  other  members  of  this  committee,  I  know  you  share  my 
deep  concern  about  the  course  of  U.S.  generational  policy.  Consequently,  I  want  to 
urge  you  to  take  whatever  steps  are  necessary  to  get  the  Congressional  Budget  Of- 
fice and  the  Office  of  Management  and  Budget  to  provide  Congress,  the  administra- 
tion, and  the  American  public  with  a  generational  accounting  of  U.S.  fiscal  policy 
on  an  ongoing  basis.  Finally,  as  a  father,  I  want  to  thank  you  for  all  the  efforts  you 
are  making  to  ensure  a  decent  future  for  my  own  and  the  rest  of  America's  children. 

Chairman  Kasich.  Neil,  you  are  recognized. 


STATEMENT  OF  NEIL  HOWE 

Mr.  Howe.  Thank  you,  Mr.  Chairman. 

After  Larry  and  Mr.  Posner  this  morning,  it  strikes  me  that  the 
advantages  of  long-term  fiscal  balance  are  a  bit  like  the  advantages 
of  getting  off  nicotine.  You  feel  bad  for  a  week,  but  you  feel  better 
for  the  rest  of  your  life,  and  your  kids  probably  feel  better  too. 

I  have  been  asked  this  morning  to  respond  to  two  questions  for 
the  committee.  First,  to  what  extent  are  current  Federal  fiscal  poli- 
cies sustainable  in  the  long  term?  And  second,  should  the  Federal 
Government  consider  new  approaches  to  fiscal  accounting? 
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To  the  first  question,  let  me  respond  simply,  no,  of  course  they 
are  not  sustainable.  It  is  not  even  a  close  call,  and,  frankly,  I  don't 
know  of  any  serious  policy  researcher  who  believes  that  it  is. 

The  reason  the  answer  is  so  clear  cut  is  well  known  to  all  of  you: 
The  rapid  projected  growth  in  current  law  Federal  spending  to  ben- 
efits on  individuals,  particularly  the  retired  and  the  elderly,  a 
growth  which  consistently  exceeds  the  growth  rate  of  the  economy 
and  which  is  projected  to  exceed  it  as  far  as  the  eye  can  see. 

This  trend  is  being  pushed  by  an  array  of  social  factors  which  I 
am  sure  you  are  also  familiar  with  and  have  been  discussed  today: 
The  rapid  increase  in  longevity,  earlier  retirement,  health  care 
hyperinflation,  rising  rates  of  disability — this  is  all  on  the  cost 
side — and  the  continued  low  rates  of  total  fertility  and  low  rates  of 
wage  growth;  this  is  all  on  the  revenue  side. 

Now,  when  I  say  "unsustainable,"  I  mean  unsustainable  by  al- 
most any  definition.  Today,  total  government  benefit  outlays  from 
all  levels  of  government  stand  at  about  14  percent  of  GDP.  Accord- 
ing to  the  official  intermediate  projection  of  the  Social  Security  and 
Health  Care  Financing  Administrations,  just  the  growth  in  Social 
Security,  both  parts  of  Medicare,  and  Medicaid  spending  on  seniors 
will  push  total  benefit  spending  to  23.5  percent  of  GDP  by  the  year 
2040.  That  is  nearly  what  the  entire  Federal  Government  spends 
today,  and  in  2040  that  is  going  to  be  the  equivalent  of  two-thirds 
of  every  worker's  taxable  payroll. 

Now  even  if  you  assume  you  could  raise  taxes  at  will  to  pay  for 
these  outlays — and  to  respond  here  to  Congressman  Sabo's  earlier 
remark — ^you  could  not  get  even  a  tiny  fraction  of  this  increased  tax 
revenue  by  raising  the  top  bracket  on  the  personal  income  tax.  You 
would  be  talking  about  payroll  taxes;  you  would  be  talking  about 
VAT's  and  sales  taxes. 

If  you  did  this,  you  maybe  could  make  them  theoretically  fea- 
sible, but  surely  these  numbers  are  politically  and  fiscally  unsus- 
tainable. Then  you  have  to  recognize  that  this  official  scenario  is 
probably  too  optimistic.  If  you  want  to  use  demographic  and  eco- 
nomic assumptions  that  are  closer  to  the  recent  postwar  experi- 
ence, you  have  to  go  with  the  official  high-cost  scenario,  and,  ac- 
cording to  this  one,  total  benefits  by  2040  rise  to  34.1  percent  of 
GDP,  about  the  cost  of  all  levels  of  government  today  and  the 
equivalent  of  about  90  percent  of  every  worker's  taxable  payroll. 

Neither  scenario  is  sustainable.  We  have  run  the  numbers  and 
found  that  the  first  will  eliminate  any  real  gains  in  after-tax  wages 
for  the  average  worker,  the  typical  worker,  between  now  and  the 
year  2040,  and  the  second  will  cause  a  catastrophic  59  percent  re- 
duction in  the  after-tax  real  wages  of  the  typical  worker. 

Over  the  next  45  years,  both  scenarios  assume  no  new  program, 
no  new  benefit.  Both  assume  a  future  devoid  of  economic  emer- 
gencies, political  crises,  or  foreign  policy  threats,  unlike  any  45 
years  in  the  history  of  our  Nation.  And,  incredibly,  neither,  not 
even  the  high-cost  scenario,  assumes  a  real  growth  in  age-adjusted 
health  cost  per  beneficiary  anywhere  near  as  vast  as  recent  experi- 
ence. 

In  other  words,  even  the  pessimistic  Medicare  scenario  assumes 
out  of  nowhere  that  we  will  start  implementing  rigorous  cost  con- 
trol around  the  year  2005  or  2010. 
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Now  whenever  I  raise  these  points  with  defenders  of  the  entitle- 
ment status  quo,  I  find  they  don't  quarrel  with  them.  Instead,  they 
find  ways  to  make  the  entire  issue  undiscussable.  One  way  is  to 
insist  that  we  discuss  each  program  singly  so  that  then  we  can  say 
that  Social  Security  retirement  alone  will  not  absolutely  kill  tomor- 
row's workers,  nor  will  disability,  nor  will  HI,  nor  will  Federal  pen- 
sions, nor  will  military  pensions.  You  get  the  idea.  It  goes  on  and 
on  this  way.  It  is  like  saying  that  no  one  grain  of  sand  matters  in 
the  landslide  that  is  about  to  bury  you. 

Another  tactic  is  to  say  that  there  does  exist  a  magic  solution  to 
comprehensive  health  care  reform  that  entirely  solves  part  of  the 
problem,  but  for  political  reasons  that  solution  is  blocked,  so  there- 
fore we  cannot  discuss  any  other  part  of  the  problem. 

Still  another  and  the  most  perverse  is  to  say  that  the  projection 
is  so  horrible  that  of  course  it  will  never  be  allowed  to  happen.  So 
why  worry  about  it? 

Let  me  comment  very  briefly  on  the  second  question.  To  financial 
professionals  who  look  at  the  Federal  budget,  it  is  nothing  short  of 
astounding  that  an  institution  that  promises  to  transfer  literally 
quadrillions  of  dollars  over  the  next  century  functions  with  only 
minor  exceptions  on  a  cash  accounting  basis.  Cash  accounting  gives 
us  no  idea  whether  our  fiscal  policies  are  sustainable  nor,  in  fact, 
how  these  policies  change  household  balance  sheets,  affect  personal 
savings,  reshape  the  expectations  of  different  economic  sectors,  or 
redistribute  wealth  among  generations. 

What  passes  for  accrual  accounting,  a  stab  here  at  Treasury  or 
0MB,  or  a  fig  leaf  there  at  the  various  Federal  pension  plan  trust- 
ees, is  both  haphazard,  unorganized,  and,  frankly,  toothless  for  pol- 
icy purposes. 

So  I  think  it  is  absolutely  essential  that  both  Congress  and  the 
executive  branch  initiate  a  process  or  agency  to  estimate  the  inci- 
dence and  size  of  future  outlays  and  taxes  over  time.  It  would  de- 
velop a  working  definition  of  Federal  assets  and  liabilities,  estab- 
lish a  set  of  standard  projection  scenarios,  calculate  net  present 
values  and  cohort-by-cohort  generational  accounts,  and  apply  a  sen- 
sitivity analysis  to  the  results. 

New  budgets  could  be  scored  according  to  some  of  these  long- 
term  criteria  just  as  they  now  are  for  7-year  cash  cumulative  totals. 

To  be  sure,  better  accounting  will  not  solve  all  our  problems.  It 
may  not  even  do  much  to  clarify  them  if  Congress  insists  on  refus- 
ing to  announce  where  it  is  and  is  not  enacting  a  promise.  Let's 
face  it.  Congress  makes  an  explicit  contractual  promise  backed  by 
the  Constitution  in  only  a  few  areas  of  spending,  mostly  accounts 
payable  and  interest  on  the  national  debt.  Other  vast  areas  now  lie 
in  a  "Twilight  Zone"  of  statutory  rights,  substantive  due  process, 
permanent  appropriations,  annual  appropriated  entitlements,  and 
so  forth. 

In  this  environment,  where  any  question  about  a  promise  or  li- 
ability can  never  be  answered  by  a  yes  or  no,  only  in  a  shade  of 
gray,  any  sort  of  accounting  becomes  difficult.  Also,  I  might  sug- 
gest, any  sort  of  honest  budget  accounting  becomes  difiicult. 

In  short,  Mr.  Chairman,  I  strongly  support  efforts  to  apply  to  the 
Federal  budget  long-term  projection  and  accounting  approaches,  all 
based  on  consistent  assumptions.  We  need  more  than  just  one  ap- 


40 

proach.  Traditional  accrual  accounting  answers  some  questions  we 
would  like  to  know,  generational  accounting  answers,  others,  but 
right  now  we  don't  know  anything  and  choose  to  remain  ignorant. 

We  would  never  accept  this  choice  if  our  environment  were  at 
stake,  but  here  we  are  saying  that  we  prefer  not  to  know  whether 
we  are  seeding  our  economic  future  with  the  equivalent  of  Stron- 
tium-90  nor  even  how  much  it  would  cost  to  stop  it. 

Mr.  Chairman  this  concludes  my  statement,  and  we  can  answer 
any  questions. 

Chairman  Kasich.  Thank  you  Neil. 

[The  prepared  statement  of  Neil  Howe  follows:] 

Prepared  Statement  of  Neil  Howe,  Economist,  Author,  Historian 

Mr.  Chairman  and  members  of  the  committee:  I  have  been  asked  to  respond  to 
two  questions.  First,  to  what  extent  are  current  Federal  fiscal  policies  sustainable 
in  the  long  term?  And  second,  should  the  Federal  Government  consider  new  ap- 
proaches to  fiscal  accounting? 

To  the  first  question,  let  me  respond  simply:  No,  of  course  they  aren't  sustainable. 
It's  not  even  a  close  call — and  frankly  I  don't  know  any  serious  policy  researcher 
who  believes  it  is.  The  reason  the  answer  is  so  clear-cut  is  well  known  to  all  of  you: 
the  rapid  projected  growth  in  current-law  Federal  spending  on  benefits  to  individ- 
uals, especially  to  the  retired  and  the  elderly.  This  trend  is  pushed  by  an  array  of 
social  forces  that  I'm  sure  you're  also  familiar  with.  These  range  from  rapid  longev- 
ity increases,  earlier  retirement,  health-care  hyperinflation,  and  rising  disability 
rates  (on  the  cost  side)  to  continued  low  rates  of  total  fertility  and  real  wage  growth 
(on  the  revenue  side). 

Now  when  I  say  unsustainable,  I  mean  unsustainable  by  almost  any  definition. 
Today,  total  government  benefit  outlays  stand  at  about  14.0  percent  of  GDP.  Accord- 
ing to  the  official  "intermediate"  scenario  of  the  Social  Security  and  Health  Care  Fi- 
nancing Administrations,  just  the  growth  in  Social  Security,  both  parts  of  Medicare, 
and  Medicaid  spending  on  seniors  will  push  total  benefit  outlays  to  23.5  percent  of 
GDP  by  the  year  2040.  ^  That's  nearly  what  the  whole  Federal  Government  spends 
today;  and,  in  2040,  that  will  be  the  equivalent  of  about  two-thirds  of  every  worker's 
taxable  payroll. 

Even  if  you  assume  you  could  raise  taxes  at  will  to  pay  for  these  outlays,  making 
them  theoretically  feasible,  surely  these  numbers  are  politically  and  fiscally  unsus- 
tainable. Then  you  have  to  recognize  that  the  official  scenario  is  probably  too  opti- 
mistic. If  you  want  to  use  demographic  and  economic  assumptions  that  are  closer 
to  recent  postwar  experience,  you  have  to  go  with  the  official  "high-cost"  scenario. 
According^,  total  benefits  by  the  year  2040  rise  to  34.1  percent  of  GDP,  about  the 
cost  of  all  levels  of  government  today  and  the  equivalent  of  about  90  percent  of 
every  worker's  taxable  payroll. 

Neither  scenario  is  sustainable.  We've  run  the  numbers  and  found  that  the  first 
will  eliminate  any  real  gains  in  after-tax  wages  from  now  to  the  year  2040 — and 
the  second  will  cause  a  catastrophic  59-percent  reduction.  Over  the  next  45  years, 
both  scenarios  assume  no  new  program  or  benefit.  Both  assume  a  long-term  future 
devoid  of  any  economic  emergencies,  political  crises,  or  foreign-policy  threats — un- 
like any  45  years  in  the  history  of  our  Nation.  And,  incredibly,  neither  (not  even 
the  high-cost  scenario)  assumes  a  real  growth  in  age-adjusted  health  costs  per-bene- 
ficiary  anywhere  near  as  fast  as  recent  experience. ^  In  other  words,  even  the  pessi- 
mistic Medicare  scenario  assumes  out  of  nowhere  that  we  will  start  implementing 
rigorous  cost  control  around  the  year  2005  or  2010. 

Whenever  I've  raised  these  points  with  defenders  of  the  entitlements  status  quo, 
I  find  they  don't  directly  dispute  them.  Instead,  they  find  ways  to  make  the  entire 
issue  undiscussable.  One  is  to  insist  that  we  discuss  each  program  singly:  So  then 
we  can  say,  well.  Social  Security  retirement  alone  won't  kill  tomorrow's  workers;  nor 
will  DI;  nor  will  HI;  nor  will  Federal  pensions;  nor  will  military  pensions;  and  so 


'  For  these  and  related  calculations  cited  here,  see  Neil  Howe,  "Why  the  Graying  of  the  Wel- 
fare State  Threatens  to  Flatten  the  American  Dream — or  Worse,"  December  21,  1994;  Policy 
Paper  No.  10,  National  Taxpayers  Union  Foundation;  edited  version  appears  in  "Generations: 
Journal  of  the  American  Society  on  Aging,"  fall  1995. 

2  See  Richard  Jackson,  'The  Inevitability  of  Entitlement  Reform:  An  Analysis  of  the  Social  Se- 
curity and  Medicare  Long-Term  Cost  Projections,"  1995;  published  in  the  Final  Report  of  the 
Bipartisan  Commission  on  Entitlement  and  Tax  Reform. 
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on.  Well,  you  get  the  idea.  It's  like  saying  no  one  grain  of  sand  matters  in  the  land- 
slide that  buries  you.  Another  tactic  is  to  say  that  there  does  exist  a  magic  solution 
(say,  comprehensive  health  care  reform)  that  entirely  solves  part  of  the  problem,  but 
for  political  reasons  that  solution  is  blocked  so  therefore  we  shouldn't  discuss  any 
part  of  the  problem.  Still  another,  and  the  most  perverse,  is  to  say  that  the  projec- 
tion is  so  horrible  that  of  course  it  won't  be  allowed  to  happen — and,  therefore,  why 
worry  about  it? 

Let  me  comment  briefly  on  the  second  question.  To  financial  professionals  who 
look  at  the  Federal  budget,  it  is  nothing  short  of  astounding  that  an  institution  that 
promises  to  transfer  literally  quadrillions  of  dollars  over  the  next  century  functions 
(with  only  minor  exceptions)  on  a  cash  accounting  basis.  Cash  accounting  gives  us 
no  idea  whether  our  fiscal  policies  are  sustainable — nor  in  fact  how  these  policies 
change  household  balance  sheets,  affect  personal  savings,  reshape  the  expectations 
of  different  economic  sectors,  or  redistribute  wealth  among  generations.  What  passes 
for  accrual  accounting — a  stab  here  at  Treasury  or  0MB,  a  figleaf  there  with  var- 
ious Federal  pension  plan  trustees — is  both  toothless  and  haphazard. 

So  I  think  it's  absolutely  essential  that  both  Congress  and  the  executive  branch 
initiate  a  process  or  agency  that  will  estimate  the  incidence  and  size  of  future  out- 
lays and  taxes  over  time.  It  would  develop  a  working  definition  of  Federal  assets 
and  liabilities;  establish  a  set  of  standard  projection  scenarios;  calculate  net  present 
values  and  cohort-by-cohort  generational  accounts;  and  apply  a  sensitivity  analysis 
to  the  results.  New  budgets  could  be  "scored"  according  to  some  of  these  long-term 
criteria  just  as  they  now  are  for  7-year  cash  totals. 

To  be  sure,  better  accounting  won't  solve  all  our  problems.  It  may  not  even  do 
much  to  clarify  them  if  Congress  persists  in  refusing  to  announce  where  it  is  and 
is  not  enacting  a  promise.  Let's  face  it,  Congress  makes  an  explicit  contractual 
promise  (backed  by  the  Constitution)  in  only  a  few  areas  of  spending — mostly  ac- 
counts payable  and  interest  on  the  Federal  debt.  Other  vast  areas  now  lie  in  a  twi- 
light zone  of  "statutory  rights,"  "substantive  due  process,"  "permanent  appropria- 
tions," "annual  appropriated  entitlements,"  and  so  forth.  In  this  environment,  where 
any  question  about  a  promise  or  liability  can  only  be  answered  with  a  yes  or  no, 
any  sort  of  accounting  becomes  difficult— as,  I  might  suggest,  does  any  sort  of  hon- 
est budgeting. 

In  short,  Mr.  Chairman,  I  strongly  support  efforts  to  apply  to  the  Federal  budget 
long-term  projection  and  accounting  approaches,  all  based  on  consistent  assump- 
tions. We  need  more  than  just  one  approach.  Traditional  accrual  accounting  answers 
some  questions  we'd  like  to  know.  Generational  accounting  answers  others.  But 
right  now,  we  don't  know  anything — and  choose  to  remain  ignorant.  We'd  never  ac- 
cept this  choice  if  our  environment  were  at  stake.  But  here  we  are,  saying  we'd  pre- 
fer not  to  know  whether  we're  seeding  our  economic  future  with  Strontium-90 — nor 
even  how  much  it  would  cost  to  stop  it. 

Mr.  Chairman,  this  concludes  my  statement.  I'll  be  glad  to  answer  any  questions. 

Chairman  Kasich.  We  have  from  the  Third  Millennium — is  it 
Robert  Palacios?  Is  it  Robert  or  Bob? 

Mr.  Palacios.  Robert  usually. 

Chairman  Kasich.  Who  calls  you  Bob? 

Mr.  Palacios.  My  grandfather  before  he  died.  Call  me  whatever 
you  like. 

Chairman  Kasich.  Thanks  for  being  here  on  short  notice. 

I  met  with  my  staff  last  night,  and  I  said,  "Do  you  have  anybody 
from  the  Third  Millennium?"  And  they  said  no.  And  I  said,  "My 
God,  we  are  not  going  to  hear  from  the  horse  themselves.  That  is 
a  little  absurd."  And  we  put  out  the  emergency  call,  and  we  appre- 
ciate you  coming  here  on  short  notice. 

I  know  you  don't  have  a  detailed  statement.  We  want  you  to  be 
included  in  everything  in  the  future,  and  of  course,  at  the  same 
time,  it  is  up  to  you  to  break  our  doors  down  too  and  make  sure 
you  are  included. 

So,  Robert,  fire  away  and  get  to  the  point.  All  right? 
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Mr.  Palacios.  I  will  keep  it  short.  As  you  said,  this  was  some- 
thing a  little  bit  last  minute  so  I  don't  have  anything  detailed  to 
offer. 

Thank  you  for  inviting  Third  Millennium  to  participate  here  on 
this  dialogue  on  generational  accounting.  My  name  is  Robert 
Palacios,  and  I  am  a  longstanding  advisor  to  Third  Millennium, 
independently.  Third  Millennium  is  a  national  nonprofit,  non- 
partisan group  of  Americans  bom  after  1960  based  in  New  York 
City. 

Third  Millennium 

Chairman  Kasich.  You  say  you  were  born  after  1960?  I  am  not 
sure  we  are  going  to  let  you  testify.  Nobody  should  be  bom  after 
1960. 

Mr.  Palacios.  Well,  it  is  a  growing  group  of  voters.  I  hope  that 
quote  isn't  taken  out  of  context  anywhere. 

Third  Millennium  has  appeared  before  Congress  nine  times  over 
the  past  year  and  a  half,  testifying  on  the  need  to  overhaul  Social 
Security  and  Medicare  and  to  balance  the  Federal  budget.  We 
greatly  appreciate  the  opportunity  to  speak  on  behalf  of  thousands 
of  members  in  all  50  States  who  desperately  want  Congress  to  quit 
committing  fiscal  child  abuse  against  future  generations. 

Despite  all  the  hoopla  surrounding  the  current  campaign  season, 
we  remain  focused  on  our  ongoing  mission,  which  is  to  redirect 
America's  attention  from  the  short-term  election  cycle  to  the  long- 
term  health  of  the  U.S.  economy. 

In  order  to  ensure  that  America  remains  prosperous  well  into  the 
21st  century,  it  must  begin  to  prepare  now  for  the  impending  re- 
tirement of  the  70-million-plus  baby  boom  generation.  This  requires 
girding  Social  Security  and  other  entitlements  for  the  long  haul, 
and  it  means  ensuring  that  all  citizens  understand  the  tragic  con- 
sequences our  country  faces  if  it  does  not  rein  in  its  spending. 

No  Member  of  Congress  has  successfully  explained  to  our  genera- 
tion how  we  and  our  children  are  supposed  to  meet  the  pension  and 
medical  benefit  needs  of  the  soon-to-be-retired  baby  boom  genera- 
tion, where  still  no  one  has  justified  fairness  of  requiring  this  gen- 
eration to  bear  a  disproportionate  burden  while  making  billions  of 
dollars  in  interest  payments  as  well  on  public  debt. 

The  figures  cited  this  morning  regarding  lifetime  net  tax  rates 
send  chills  through  the  spines  of  our  younger  members,  and  it 
should  instill  fear  and  concern  in  the  hearts  of  all  Americans  who 
care  about  their  children  and  their  grandchildren.  As  the  Kerry/ 
Danforth  Commission  demonstrated  clearly  2  years  ago,  present 
trends  are  not  sustainable,  and,  as  this  discussion  shows,  these 
trends  are  not  sustainable. 

In  all  past  testimony.  Third  Millennium  has  not  seen  fit  just  to 
whine  about  these  issues  but  to  work  on  solutions.  We  have  told 
our  elected  representatives  many  times  that  we  think  the  retire- 
ment age  should  be  raised  perhaps  to  70  gradually;  that  benefits 
should  be  means  tested  in  a  fair  way  on  a  scale  recommended,  for 
example,  by  the  Concord  Coalition;  and  that  the  system  should  be 
transformed  over  time  in  the  direction  suggested  by  the  recent 
Kerry/Danforth  proposal  toward  a  more  privately  funded  system — 
privately  managed  and  funded  system. 
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Recent  studies  by  economists,  notable  economists  such  as  those 
next  to  me  and  studies  by  Martin  Feldstein  and  Andrew  Samlich 
show  that  this  shift  would  be  of  great  economic  benefit  to  both 
workers  and  the  economy  as  a  whole. 

So,  in  sum,  I  would  just  like  to  thank  you  for  taking  the  lead  on 
these  budget  entitlement  reforms  and  for  giving  Third  Millennium 
a  voice  in  the  Social  Security,  Medicare,  and  budget  debate  and  for 
standing  firm  on  America's  future  while  so  many  at  the  White 
House  and  on  Capitol  Hill  vacillate  on  these  issues. 

Thank  you. 

Chairman  Kasich.  Thank  you. 

I  have  a  number  of  questions.  I  would  just  like  to  direct  one  to 
you,  Robert.  Why  is  it — I  do  happen  to  watch  more  than  C-SPAN, 
MTV,  and  I  also  happen  to  know  of  the  political  reporter  who  was 
on  MTV;  I  think  she  is  now  on  CNN.  Why  does  the  MTV  crowd  not 
talk  to  young  people  about  what  is  at  stake  for  them  but,  rather, 
goes  the  other  way?  Why  is  that? 

Why  can't  you  make  progress  in  terms  of  getting  a  message  to 
the  people  who  watch  there  about  what  is  at  stake  for  them? 

Mr.  Palacios.  By  "the  other  way,"  what  do  you  mean?  They  are 
giving  a  different  message. 

Chairman  Kasich.  More  spending,  more  government.  That  is 
what  you  hear. 

Mr.  Palacios.  I  see.  I  am  probably  not  a  very  good — a  very  rep- 
resentative sample  audience  for  that  question.  I  don't  know  exactly 
what  that  message  is. 

I  suppose  young  people  tend  to  be  high  discounters,  as  we  say, 
and  that  is  part  of  the  justification  for  forcing  them  to  save  for  re- 
tirement in  a  certain  way.  They  tend  to  discount  heavily  the  future. 

So,  I  think  this  is  changing,  however,  but  I  think  that  the — that 
as  young  people  are  becoming  more  aware  of  this  burden,  they  also 
don't  have  very  clear  in  their  minds  how  to  deal  with  it,  and  I 
think  that  is  where  some  of  these  people  here  today 

Chairman  Kasich.  Then  maybe  rather  than  asking  such  pointed 
questions  as,  "Do  you  wear  boxers  or  briefs?"  maybe  they  should 
ask,  "Who  is  going  to  help  me  pay  my  bills?"  Maybe  what  we  ought 
to  do,  Robert,  is  for  you  to  get  a  crowd  of  your  friends,  and  you 
come  see  me,  and  we  will  plot  our  strategy  of  how  this  message 
ought  to  be  broadcast,  at  least  on  the  channels  that  the  young  peo- 
ple in  this  country  listen  to.  Deal? 

Mr.  Palacios.  That  is  a  deal. 

Chairman  Kasich.  I  don't  want  to  spend  a  lot  of  time  on  the 
arithmetic.  We  will  leave  that  to  other  people.  The  arithmetic  is 
very  simple  in  terms  of  the  number  of  people  who  have  to  support 
the  number  of  retirees.  I  don't  want  to  spend  time  here  today  on 
that. 

I  would  rather  talk  about  stagnant  wages  and  the  loss  of  jobs  in 
this  country,  and  I  wish  maybe — maybe  you  could  educate  the  com- 
mittee about  what  we  mean  by  a  national  savings  rate  as  opposed 
to  a  personal  savings  rate,  and  maybe  you  can  show  or  suggest  to 
us  what  the  trend  has  been  and  why  it  is  there  and  what  its  con- 
sequences are. 

Mr.  KOTLIKOFF.  Sure.  To  calculate  national  savings,  we  take  all 
the  output  that  is  produced  in  a  given  year  and  we  subtract  off  the 
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depreciation,  and  add  net  foreign  income.  This  gives  us  net  na- 
tional product — which  is  the  best  comprehensive  measure  of  our 
Nation's  income.  You  then  ask  how  much  of  that  is  income  being 
consumed  either  by  the  household  sector  or  by  the  government.  So 
you  subtract  the  consumption  from  the  income.  That  is  the  saving. 

If  you  want  to  form  a  rate,  you  divide  by  the  income,  and  arrive 
at  the  national  saving  rate.  That  number  has  gone  from  9  percent 
in  the  1950's  and  1960's  to  2.7  percent  in  the  1990's. 

Now,  when  we  save,  what  do  we  do  with  our  savings?  We  have 
to  do  something  with  it.  We  put  it  in  a  mutual  fund,  put  it  in  a 
savings  account.  Whoever  is  getting  our  money  is  turning  around 
and  doing  something  with  it — ^buying  stocks,  lending  it  to  corpora- 
tions, giving  it  back  to  the  government  to  buy  bonds.  Anyway,  it 
is  being  invested,  and  so  that — and  then  the  money  is  used  by  the 
corporations  or  those  who  are  getting  this  money  to  actually  buy 
capital  goods,  plant  and  equipment,  and  residential  structures. 

So  there  is  a  direct  connection  between  our  national  saving  and 
our  domestic  investment.  Also,  when  we  invest,  we  add  to  the  tools 
that  workers  have  to  work  with,  and  that  affects  their  productivity, 
and  that  affects  their  real  wages. 

Now  the  problem  of  looking  at  other  saving  definitions,  like  the 
personal  saving  rate  or  the  government  saving  rate  or  the  private 
saving  rate,  is  that  they  all  depend  on  an  arbitrary  measure  of  the 
deficit  and  arbitrary  measures  of  what  are  and  are  not  taxes. 

If  you  take  your  Social  Security  contributions  to  us  as  individ- 
uals, that  looks  like  personal  saving.  We  are  contributing,  and  we 
are  hoping  to  get  something  in  the  future.  The  government  ac- 
countants don't  call  that  part  of  personal  savings. 

But  there  is  nothing  sacred  about  those  government  accountants. 
As  Americans,  we  are  free  to  take  the  same  sets  of  numbers  and 
describe  them  any  way  we  want.  You  can  define  any  size  personal 
saving  rate  and,  correspondingly,  any  size  government  saving  rate 
that  you  want,  and  basically  that  is  an  endless  game,  just  like  the 
definition  of  "the  deficit"  is  an  endless  game. 

We  need  to  consider  a  saving  measure  which  is  free  of  the  way 
you  label  government  receipts  and  payments.  This  is  the  national 
saving  rate,  and  if  you  look  at  it,  you  see  it  has  gone  down  and  for 
one  reason:  the  household  consumption  rate — the  function  of  output 
consumed  by  the  household  sector — has  gone  up. 

Then  if  you  ask  within  the  household  sector  who  is  consuming 
so  much,  it  turns  out  it  is  the  elderly.  And  why  are  the  elderly  con- 
suming so  much?  The  answer  is  clear:  Medicare,  Medicaid,  Social 
Security,  plus  the  fact  that  the  stock  market  has  done  well  and  in- 
terest rates  are  high.  You  folks  down  here  have  taken  so  much 
money  from  young  savers  to  give  to  old  spenders,  that  you've  sent 
our  economy  down  the  tubes. 

Chairman  Kasich.  Let  me  ask  you,  do  we  have  a  lower  invest- 
ment rate  today  than  we  had  in  the  1960's? 

Mr.  KOTLIKOFF.  Yes,  it  is  less  than  half  of  what  it  was  in  the  six- 
ties. 

Chairman  Kasich.  We  have  less  than  half — if  you  have  low  na- 
tional savings,  then  you  have  low  investment. 

Mr.  KOTLIKOFF.  The  only 
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Chairman  Kasich.  Let  us  do  it  a  step  at  a  time.  How  does  the 
savings  rate  today  compare  to  the  1960's?  Give  us  some  numbers 
without  charts.  How  does  it  compare? 

Mr.  KOTLIKOFF.  9.1  percent  in  the  fifties  and  sixties.  It  has  been 
2.7  in  the  nineties.  That  is  the  national  savings  rate. 

Chairman  Kasich.  So  we  have  gone  from  9  percent  to  2  percent 
on  savings.  The  consequences  of  going  from  9  to  2.7  means  you 
have  a  lower  investment  rate;  is  that  correct? 

Mr.  KOTLIKOFF.  Right. 

The  investment  rate  was  8  percent  in  the  fifties  and  sixties.  It 
is  now  running  about  3.6  percent. 

Chairman  Kasich.  And  if  you  have  a  lower  investment  rate, 
what  does  that  do  for  the  workers'  ability  to  be  productive? 

Mr.  KOTLIKOFF.  Their  productivity  growth  was  3.5  percent  in  the 
fifties.  It  is  1.6  percent  in  the  nineties. 

Chairman  Kasich.  And  productivity — let  me  just  finish — and 
productivity  continues  to  be  anemic  in  this  country,  doesn't  it? 

Mr.  KOTLIKOFF.  Yes. 

Chairman  Kasich.  What  happens  when  a  worker's  productivity 
drops?  What  happens  to  their  wages? 

Mr.  KOTLIKOFF.  Their  real  wages  don't  grow  as  rapidly. 

Chairman  Kasich.  What  happens  to  their  ability  to  keep  their 
jobs? 

Mr.  KOTLIKOFF.  Well,  we  have  a  low  unemployment  rate  in  the 
country.  So  it  is  not  the  fraction  of  the  folks  in  the  population  that 
are  working  that  is  the  real  concern.  The  real  concern  is  how  fast 
real  incomes  are  growing,  and  if  you  look  at  it,  real  compensation 
per  worker  per  hour  has  been  growing  about  1  percent,  but  that 
includes  fringe  benefits.  But,  the  definition  of  fringe  benefits  can  be 
questioned.  For  example,  BLS  says  that  if  you  pay  more  payroll 
taxes,  you  have  gotten  a  real  wage  increase. 

I  don't  think  that  Robert  here  would  view  paying  additional 
FICA  as  a  bonus  or  as  a  salary  increase.  If  you  leave  out  fringe 
benefits,  then  real  wages  per  hour  have  actually  declined  since 
1970. 

Chairman  Kasich.  Is  it  possible  to  get  an  improvement  in  real 
wage  rates  while,  at  the  same  time,  you  have  a  declining  national 
savings  rate  and  a  declining  investment  rate?  Can  you  get  it? 

Mr.  KOTLIKOFF.  No  way. 

Chairman  Kasich.  How  about  higher  minimum  wage  laws? 
Would  that  give  it  to  you? 

Mr.  KOTLIKOFF.  That  is  not  going  to  do  it. 

Chairman  Kasich.  In  other  words,  until  you  reversed  the  trends, 
you  don't  believe  that  you  would  have  an  end  to  stagnation. 

Mr.  KOTLIKOFF.  You  cannot  point  to  a  country  in  the  world  at 
any  period  of  time  that  grew  when  it  didn't  save,  where  its  growth 
rate  was  going  up  and  its  savings  rate  was  going  down;  it  just  does 
not  happen.  You  can  look  at  World  Bank  studies  or  IMF  studies. 
The  data  are  very  clear.  The  prerequisite  for  growth  is  saving  and 
investment. 

Chairman  KASICH.  What  trends  do  we  see  between  the  rich  and 
the  poor  in  this  country? 

Mr.  KOTLIKOFF.  Well,  we  do  see  rising  real  wage  inequality  be- 
tween the  better  educated  and  the  less  well  educated.  Part  of  this 
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is  a  compositional  shift.  Those  who  stayed  in  the  less-educated 
group  may  not  have  the  same  level  of  innate  abilities  that  members 
of  that  group  had  in  the  past. 

But  most  labor  economists  seem  to  think  that  this  disparity  be- 
tween the  wages  paid  to  the  highly  educated  and  those  not  well 
educated  primarily  reflects  technological  change. 

Chairman  Kasich.  Obviously  then,  training  matters  a  lot.  Let  me 
ask  you  a  question  about  training  and  education,  for  that  matter. 

Let  us  assume  that  we  have  about  140  different  job  training  pro- 
grams run  out  of  a  government  bureaucracy.  You  have  studied  a 
little  bit  with  these  programs.  I  mean  you  can't  study  about  it  be- 
cause they  don't  have  any  statistics  to  show  whether  anybody  got 
trained  and  kept  a  job  over  a  period  of  time. 

What  would  be  the  more  effective  way  to  train  somebody, 
through  a  government  bureaucracy  or  by  giving  corporations,  small 
businesses,  the  incentive  to  directly  employ,  train,  and  employ 
workers  in  the  absence  of  all  this  myriad  of  government-run  train- 
ing programs? 

Mr.  KOTLIKOFF.  Well,  I  certainly  think  making  it  a  direct  subsidy 
to  firms  to  basically  get  over  the  hurdle  of  getting  people  in.  They 
have  got  to  find  people.  They  do  have  to  train  them.  There  are 
some  fixed  costs  of  hiring  people.  And  certainly,  that  kind  of  direct 
subsidy,  getting  people  in  the  door,  would  help.  I  think  that  is 
probably  preferable. 

You  are  right.  I  don't  have,  as  an  economist,  a  good  handle  on 
how  effective  these  programs  have  been.  It  is  not  my  particular 
area  of  expertise,  but  my  sense  is  they  have  not  been  overwhelm- 
ingly successful. 

Chairman  Kasich.  So  just  because  we  say  we've  got  to  spend 
more  money  on  training  doesn't  necessarily  mean  that  anybody  is 
getting  trained;  is  that  right? 

Mr.  KOTLIKOFF.  That  is  right. 

Chairman  KASICH.  Let  me  ask  you  this.  Let  us  put  a  label  on 
education.  Ben  Wattenburg  says  that  what  we  are  doing  is,  we 
have  a  whole  generation  of  people  K-12  that  are  not  learning  and 
it  has  become  increasingly  the  job  of  business  to  make  up  for  what 
they  don't  learn  through  K-12.  Are  you  aware  of  that  book  and 
that  study? 

Mr.  KOTLIKOFF.  Not  that  particular  book  or  study,  but  I  see  the 
students  that  are  coming  in  my  class.  I  have  been  teaching  about 
25  years  now,  so  I  have  a  sense. 

Chairman  Kasich.  We  ought  not  to  fund  programs  just  on  the 
basis  of  labels,  we  ought  to  fund  them  on  the  basis  of  results  then? 
Would  that  be  about  right? 

Mr.  KOTLIKOFF.  Yes,  I  think  we  need  to  look  carefully  at  the 
whole  issue  of  education:  Privatizing  schools,  allowing  people  to 
have  vouchers  at  the  elementary  and  high  school  levels  to  choose 
their  school,  and  competition  to  improve  the  quality.  I  think  that 
is  the  most  important  thing  we  can  do  there. 

However,  better  education  by  itself  is  not  going  to  change  the 
overall  picture.  Fundamentally,  what  we  have  to  do  is  address  the 
macro  issues  of  saving  and  investment  if  we  are  going  to  get  real 
wage  growth  to  increase. 
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Chairman  Kasich.  I  mean  it  is  amazing,  Martin,  and  I  looked  at 
CBO  estimates.  Believe  it  or  not,  after  the  year  2000,  the  popu- 
lation in  America  shrinks  but  the  unemployment  rate  goes  up.  So 
it  is  pretty  clear  that  education  and  job  training  have  to  be  empha- 
sized as  we  move  into  the  next  century.  The  question  is,  how  do 
you  most  effectively  deliver  it  so  that  people  acquire  the  skills  so 
they  can  have  the  jobs? 

I  am  done,  except  to  say  that,  in  my  judgment,  this  is  not  some 
partisan  deal  about  how  we  got  here  and  how  we  get  out  of  it.  But 
I  think  it  is  pretty  pathetic  that  we  cannot  even  pass  a  budget  that 
lowers — cannot  get  signed  into  law  a  budget  that  moves  us  from  84 
percent  down  to  a  71-percent  tax  rate. 

You  are  right,  Dr.  Kotlikoff,  it  isn't  a  lot,  but  in  a  marathon  you 
can't  cross  the  finish  line  until  you  take  the  first  step.  I  have  never 
run  a  marathon  because  it  is  too  hard  for  me.  I  can't  imagine  doing 
it.  This  is  kind  of  like  a  marathon,  and  until  we  take  the  first  step, 
we  are  never  going  to  cross  the  finish  line  at  the  end  of  the  race. 
So  that  is  what  this  is,  I  frankly  think  is  all  about. 

I  recognize  Mr.  Sabo. 

Mr.  Sabo.  I  am  just  curious,  if  you  were  devising  a  program  for 
us  to  pass  a  1996  budget  or  1997,  wherever  we  are  these  days, 
would  you  say  it  was  credible  if  the  way  we  decided  we  were  going 
to  reduce  the  deficit  is  first  increasing  it  in  1997  and  then  say  that 
it  will  come  down  sort  of,  in  the  5th  or  6th,  or  7  years  from  now 
it  will  really  happen? 

Mr.  Kotlikoff.  Well,  you  know,  this  analysis  shows  that  we 
need  to  be  running  gigantic  surpluses  right  now,  not  letting  the 
debt  continue  to  grow  by  hundreds  of  millions  of  dollars  for  6  more 
years. 

Mr.  Sabo.  So  if  we  would  have  done  something  last  year  to  pass 
something  that  would  have  increased  the  deficit  in  1997  over  1995 
with  future  promises,  probably  it  isn't  the  right  thing  to  do? 

Dr.  Kotlikoff.  Right. 

Mr.  Sabo.  OK.  I  am  sorry  to  say,  that  is  what  most  of  the  propos- 
als were.  And  it  related  to  an  agenda  that  related  not  to  reducing 
the  deficit  but  passing  a  tax  cut  to  benefit  certain  people  in  our  so- 
ciety. 

But  let  me  just  suggest  that  I  think  what  you  fundamentally  sug- 
gest is  something  in  some  fashion,  and  I  don't  know  the  details  of 
how  you  do  it,  but  we  need  to  look  to  the  future. 

I  think  Henry  Ford  always  had  good  advice  for  us.  He  said  we 
needed  to  be  a  planning  society  but  not  a  planned  society,  and  that 
is  fundamentally  suggesting  that  we  look  further  into  the  future 
than  5  years.  That  is  useful,  and  we  need  to  do  that,  with  all  the 
imprecision  that  that  involves. 

Clearly,  that  is  part  of  what  we  need  to  do.  Clearly,  we  need  to 
reduce  our  deficit  and  have  that  impact  on  our  national  savings 
rate. 

Frankly,  I  am  afraid  we  are  going  to  do  again  what  we  did  in 
1981.  That  was  the  year  that  we  said  we  were  going  to  have  big 
tax  cuts  and  there  were  going  to  be  some  spending  cuts  at  some 
point.  Many  of  us  said,  boy,  this  doesn't  make  much  sense  to  us; 
we  think  the  deficit  is  going  to  escalate.  We  were  told  we  were 
wrong.  It  did,  and  we  have  never  bounced  back  from  it. 
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We  also  at  that  point  in  time  decided  that  sort  of  planning  was 
wrong,  so  we  repealed  all  kinds  of  requirements  in  the  health  care 
area  for  planning.  We  had  already  had  problems  with  escalating 
health  care  costs.  Planning  requirements  disappeared,  and  costs 
took  off. 

Simply  to  switch  the  costs  from  a  program  off  to  the  individual, 
that  is  still  consumption.  It  just  changes  who  pays  for  it.  The  fun- 
damental problem  was  to  try  and  slow  down  the  escalation  of  costs, 
whether  it  was  paid  by  Medicare,  Medicaid,  private  health  insur- 
ance, or  the  recipient.  But  we  stopped  planning  and  health  care 
costs  took  off  and  exploded  on  us. 

But  when  you  look  around  the  country,  with  the  bulk  of  health 
care  costs  occurring  in  urban  areas,  you  find  an  incredible  relation- 
ship in  the  number  of  hospital  beds  per  capita  to  what  health  care 
costs  are. 

In  communities  that  have  planned  and  consolidated,  their  health 
care  costs  are  significantly  lower.  Some  of  that  was  government 
and  some  of  it  was  brought  about  by  the  private  sector.  But  the  in- 
centive of  saying  that  you  should  plan  for  the  future  all  of  a  sudden 
disappeared  in  the  early  eighties  even  though  it  continues  in  some 
places. 

We  need,  I  think,  to  be  a  little  less  afraid  of  the  word  "planning." 
That  reflects  what  budgets  are  all  about,  thinking  about  the  future. 
I  look  at  proposals  this  year,  and  I  would  love  to  see  the  Congress 
have  the  capacity  to  think  20,  30  years  ahead.  Frankly,  we  are  hav- 
ing trouble  thinking  5  and  7  years  ahead. 

Mr.  KOTLIKOFF.  Can  I  just  respond  to  that?  Generational  ac- 
counting is  discounting  future  payments  at  an  interest  rate,  at  a 
discount  rate.  This  discounting  automatically  says  that  a  dollar  in 
2030  is  not  as  important  as  a  dollar  today. 

What  I  am  trying  to  get  across  today — and  this  is  extremely  im- 
portant— is  that  we  have  got  to  stop  looking  at  the  deficit,  which 
is  a  completely  arbitrary  measure  of  our  fiscal  policy. 

We  have  got  to  be  looking  at  this  chart  and  asking  ourselves  how 
we  are  going  to  get  that  bar  down  and  the  other  bars  up  until  they 
meet,  until  we  get  to  generational  balance.  That  has  got  to  be  the 
goal. 

If  that  had  been  the  goal  back  in  1981  when  the  Reagan  tax  cuts 
had  come  across,  we  would  have  seen — it  wasn't  really  so  much  the 
tax  cuts  as  letting  Medicare  and  Medicaid  continue  to  grow  like 
crazy — we  would  have  seen  that  that  policy  was  making  things 
worse. 

If  we  had  done  this  generational  accounting  under  any  of  the 
postwar  Presidents,  we  would  have  seen  things  getting  worse.  All 
of  the  postwar  Presidents  have  effectively  robbed  the  next  genera- 
tion under  the  guise  of  budget  balance  or  near  budget  balance.  So 
our  goal  needs  to  be  generational  balance,  not  budget  balance. 

We  could  balance  the  budget  over  time  by  raising  payroll  taxes, 
raising  the  Social  Security  retirement  age,  or  doing  other  things 
which  ensure  that  our  enormous  unfunded  entitlement  liabilities 
fall  on  the  next  generation.  But  this  would  be  unconscionable.  In- 
stead, we  have  to  get  the  current  elderly  to  help  to  contribute  to 
solving  this  problem.  They  have  got  to  be  told  and  understand  they 
cannot  expect  an  8-percent,  9-percent  real  bonus  in  their  health 
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care  year  after  year  after  year  on  the  backs  of  young  people  whose 
real  salaries  are  going  up,  at  most,  by  1  percent.  That  message  has 
to  be  delivered. 

Mr.  Sabo.  Let  me  interrupt  there.  We  at  times  have  dealt  with 
all  elderly  as  if  they  were  all  alike,  and  the  reality  is  that  there 
is  incredible  diversity  among  the  elderly. 

I  get  a  little  concerned,  I  recall  when  the  lot  of  the  elderly  and 
their  role  in  life  was  pretty  bad  in  this  country,  and  that  has  fun- 
damentally been  changed  because  of  Social  Security  and  Medicare. 
The  suggestion  of  some,  I  think,  would  take  us  back  to  what  was 
a  pretty  horrendous  life  for  the  bulk  of  the  elderly  in  this  country, 
and  that  we  don't  want  to  return  to. 

Mr.  KOTLIKOFF.  Absolutely. 

Mr.  Sabo.  We  need  to  have  some  sensitivity  in  how  we  structure 
those  programs.  I  happen  to  think  we  need  reform  to  moderate  the 
increased  costs  of  Medicare  and  Medicaid.  I  have  no  problems  with 
varying  the  premium  by  income. 

On  the  other  hand,  the  money  paid  into  Medicare  is  not  money 
paid  to  seniors,  it  is  money  paid  to  suppliers,  and  unless  we  can 
get  at  the  issue  of  controlling  those  escalating  health  care  costs,  we 
are  simply  changing  who  pays.  The  capacity  for  some  seniors  to 
pay  is  substantially  different  than  that  for  others. 

Mr.  Howe.  Congressman,  can  I  respond  to  one  point  you  raised 
about  cost  shifting?  I  think  it  is  generally  agreed  that  if  the  Fed- 
eral Government  cuts  the  growth  in  health  care  benefit  spending 
with  or  without  cost  shifting — that  is  to  say,  whether  or  not  it  re- 
sults in  total  health  care  expenditures  going  down — future  genera- 
tions benefit  because  at  the  margin  every  dollar  of  Federal  benefit 
spending  is  borrowed.  And  if  people  are  cost  shifting  in  the  private 
sector,  at  least  they  are  paying  for  it  out  of  their  own  pockets,  they 
are  not  borrowing  it  on  their  children's  tab.  There  is  a  difference, 
regardless  of  the  cost-shifting  issue. 

I  realize  this  is  something  you  brought  up  earlier. 

Mr.  KoTLiKOFF.  Let  me  just  add  to  that,  I  certainly  share  your 
view  that  we  need  to  have  compulsory  Social  Security,  but  it 
doesn't  have  to  be  run  the  way  it  is.  I  think  it  should  be  privatized, 
but  it  should  be  compulsory. 

Mr.  Sabo.  What  do  you  mean  by  privatized? 

Mr.  KOTLIKOFF.  Well,  for  example,  you  could  take  the  contribu- 
tions that  people  make  to  the  old  age  insurance  program,  divide 
that  50-50  between  spouses,  and  put  those  in  IRA,  401(k)  type  ac- 
counts, and  that  could  be  done  on  a  progressive  basis. 

I  know  you  are  concerned,  as  I  am,  about  the  issue  of  inequality. 

And  the  government  could  provide  a  matching  contribution  to 
low  contributors,  so  then  people  have  their  own  accounts  which  are 
regulated  by  IRA's  and  so  forth,  and  then  have  you  to  deal  with 
existing  beneficiaries  as  well  as  giving  current  workers  some  Social 
Security  benefit  in  recognition  of  their  past  Social  Security  con- 
tributions, and  you  could  use  Social  Security's  benefit  formula  for 
providing  that  accrual. 

In  other  words,  you  just  fill  in  zeros  in  the  Social  Security  earn- 
ings records  after  the  reform  takes  place,  and  then  you  have  to  pay 
for  these  benefits  during  the  transition. 
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My  proposal  would  be  to  use  a  Federal  retail  sales  tax.  That 
would  produce  a  privatized  Social  Security  system.  It  would  be  pro- 
gressive, it  would  be  efficient,  it  would  be  informative,  people 
would  know  what  they  have.  It  would  also  be  generationally  equi- 
table because  we  would  have  the  elderly,  through  the  retail  sales 
tax,  helping  to  deal  with  the  long-term  Social  Security  financial 
problem. 

I  am  sure,  if  we  sat  down  together,  you  would  like  this  proposal. 

Mr.  Sabo.  Mr.  Chairman,  I  have  lots  of  other  questions,  but  I'll 
let  others  ask  their  questions  first. 

Chairman  Kasich.  OK.  Mr.  Smith. 

Mr.  Smith  of  Texas.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I  have  a  statement  to  make  about  a  bill  on 
generational  accounting  that  I  will  be  introducing  today,  the  Chil- 
dren's Right  To  Know  Act,  and  I  appreciate  Professor  Kotlikoffs 
comments  about  the  bill  a  few  minutes  ago. 

But  before  I  get  to  this  statement,  I  would  like  to  ask  Professor 
Kotlikoff  a  couple  of  questions. 

The  first  is,  if  we  distill  this  down,  and  we  think  of  a  real  family, 
talk  about  a  struggling  young  family  who  is  worried  about  paying 
the  mortgage,  who  is  worried  about  where  their  car  payments  are 
coming  from,  who  is  worried  about  a  college  education  for  their 
children,  if  we  present  them  with  a  choice  of  tax  relief  or  paying 
more  taxes  for  more  government  spending  both  for  themselves  and 
then  exponentially  higher  for  their  6-year-old  daughter  and  8-year- 
old  son,  how  in  the  world  can  we  expect  their  answer  to  be  any- 
thing other  than  tax  relief  now?  I  don't  want  to  have  to  increase 
taxes  to  pay  for  more  government  spending. 

Mr.  Kotlikoff.  Absolutely.  We  should  not  be  burdening  them 
any  more. 

That  is  where  this  issue  of  tax  cuts  versus  spending  cuts  comes 
in.  You  have  to  do  this  generational  analysis  to  see  exactly  who  is 
benefiting.  That  is  why  we  are  focusing  on  net  taxes.  It  doesn't 
really  matter  to  people  whether  they  are  getting  a  tax  cut  or  more 
transfer  payments,  it  is  really  their  net  taxes  that  they  care  about, 
and  so  giving  parents  a  tax  break  for  their  kids  is  really  lowering 
the  burden  on  younger  people,  and  you  may  be  at  the  same  time 
raising  it  on  older  people. 

Mr.  Smith  of  Texas.  My  second  question  goes  to  the  first  ques- 
tion the  chairman  asked  today  of  our  Director.  But  it  seems  to  me, 
if  we  had  generational  accounting  for  Social  Security,  if  we  had 
generational  accounting  for  Medicare,  if  we  had  generational  ac- 
counting for  the  Bush  administration,  if  we  had  generational  ac- 
counting for  the  first  2  years  of  the  Clinton  administration,  and  if 
we  have  generational  accounting  now  used  by  a  number  of  indus- 
trialized countries  around  the  world,  why  is  it  that  our  own  CBO 
shouldn't  be  using  generational  accounting? 

Mr.  Kotlikoff.  They  should.  They  have  got  the  means.  We  sent 
them  the  program.  We  have  got  these  projections  that  they  are 
using  for  their  own  deficit  projections.  It  doesn't  take  much  effort — 
they  can  run  the  program.  They  could  show  you  a  table,  and  they 
can  do  it  better. 

We  have  been  doing  it  with  two  academics  and  one  Federal  Re- 
serve economist  with  no  budget  for  6  years.  So  that  is  why  I  really 
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want  to  get  CBO  to  do  it,  because  they  can  do  a  much  better  job 
than  we  have  been  doing. 

Mr.  Smith  of  Texas.  Professor,  thank  you.  It  is  nice  to  agree. 

Mr.  Chairman,  this  morning's  hearing  covers  what  is  one  of  the 
most  important  issues  facing  our  country  as  we  approach  a  new 
century  and  a  new  millennium:  Will  we  diffuse  an  economic  time 
bomb  that  in  one  generation  could  destroy  our  children's  prosper- 
ity, making  the  American  dream  into  the  fiscal  nightmare? 

For  the  past  30  years,  Washington  has  adopted  "spend  now,  pay 
later"  budgets.  Our  addiction  to  big  government  has  produced  an 
economic  time  bomb  that,  unless  diffused,  will  explode  on  our  chil- 
dren and  grandchildren. 

Professor  Larry  Kotlikoff  has  identified  this  threat  as  he  testified 
this  morning:  If  we  continue  this  status  quo  big  spending  policies, 
our  children  will  have  to  pay  a  net  tax  rate  of  84  percent  through- 
out their  lifetimes.  This  tax  explosion  would  destroy  jobs,  decimate 
opportunity,  and  prevent  American  families  from  making  decisions 
for  themselves  and  their  communities. 

Washington's  "spend  now,  pay  later"  policy  is  economic  self-de- 
struction. The  ultimate  "something  for  nothing"  is  when  politicians 
make  campaign  promises  now,  only  to  leave  the  bills  for  their 
promises  for  our  children. 

Every  promise  made,  every  dollar  that  a  Member  of  Congress 
seeks  to  spend,  every  program  that  a  government  official  wants  to 
start  will  have  to  be  paid  for  by  taking  the  money  away  from  Amer- 
ican families.  Because  of  the  promises  and  programs  of  the  past  30 
years,  we  are  on  the  verge  of  more  than  doubling  the  tax  burden 
for  future  generations. 

Today  I  will  introduce  legislation  that  exposes  the  economic  folly 
of  "spend  now,  pay  later."  The  Children's  Right  To  Know  Act  will 
inform  Congress  and  the  American  people  about  government 
spending  and  political  promises  from  the  perspective  of  what  they 
will  cost  our  children,  grandchildren,  and  future  generations.  It 
builds  on  the  excellent  work  of  Professor  Kotlikoff,  requiring  that 
Congress  and  the  President  be  informed  about  generational  ac- 
counting as  one  component  of  our  overall  work  on  the  budget  each 
year. 

Once  we  expose  the  "something  for  nothing"  spending  policies 
and  their  true  threat  to  our  children's  prosperity,  we  can  end 
"spend  now,  pay  later"  for  good.  Because  of  the  leadership  of  this 
committee,  we  have  begun  this  process.  We  have  produced  the  first 
balanced  budget  in  over  25  years.  But  a  balanced  budget  must  do 
more  than  just  eliminate  red  ink.  A  balanced  budget  also  requires 
fairness  for  future  generations,  equity  for  our  children  and  grand- 
children. 

For  the  past  25  years,  people  the  world  over  have  learned  that 
governments  do  not  generate  wealth,  that  secretaries  of  labor  do 
not  create  jobs,  and  that  politicians  do  not  produce  prosperity. 

Proclaiming  an  end  to  the  era  of  big  government  is  not  enough 
to  produce  abundance.  Unless  we  act  to  change  our  policies,  and 
soon,  future  generations  will  face  an  era  of  big  government  and 
high  taxes  that  suffocates  their  jobs,  dreams,  and  opportunities.  We 
can  avoid  this  fate  and  diffuse  this  economic  time  bomb  if  we  face 
it  head  on. 
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I  am  committed  to  a  budget  that  is  balanced  for  all  generations 
and  to  an  end  of  something  for  nothing,  and  I  believe  that  the  Chil- 
dren's Right  To  Know  Act  is  that  first  step. 

Mr.  Chairman,  lastly,  I  heard  the  CBO  Director  say  this  morn- 
ing, "long-run  implications  of  budget  decisions  are  a  necessary  com- 
plement to  short-run  considerations."  That  is  exactly  what  this  bill 
hopes  to  do. 

Thank  you,  Mr.  Chairman. 

Chairman  Kasich.  Thank  you,  Lamar. 

Mr.  Stenholm  is  recognized. 

Mr.  Stenholm.  There  are  certain  things  that  I  think  we  can  do 
that  make  more  difference  on  the  generational  gap  than  others. 
One  I  happen  to  believe  in  is  adjustment  of  the  CPI  or  cost-of-living 
adjustments.  If  we  arbitrarily  reduced  the  CPI  by  1  percent  for  ev- 
erybody, the  effect  on  the  Social  Security  Trust  Fund  would  be  an 
increase  of  the  Trust  Fund.  It  would  help  the  future  generations 
have  something  there. 

Right  or  wrong? 

Mr.  KOTLIKOFF.  Right. 

Mr.  Stenholm.  Is  this  something  that  we  ought  to  be  seriously 
looking  at,  in  your  opinions?  Is  this  one  thing  that  we  can  do? 

Mr.  KOTLIKOFF.  Absolutely. 

You  know,  there  was  a  panel  of  economists  put  together  headed 
by  Michael  Boskin.  These  are  very  serious  academics.  They  don't 
have  any  political  ax  to  grind.  They  looked  at  this  carefully,  and 
their  conclusion  is  that  the  CPI  is  overstating  price  increases  by  1 
percent.  There  are  some  very  clear  reasons  for  that.  I  support  their 
recommendation. 

Mr.  Stenholm.  I  want  to  know  your  three  opinions.  Forget 
whether  or  not  it  is  overstated.  For  purposes  of  my  question  I  say 
that  is  immaterial.  If  we  are  concerned,  as  Mr.  Smith  is  talking 
about  in  the  bill  that  he  is  introducing — if  we  are  concerned  about 
this  generational  gap,  if  that  is  something  we  ought  to  be  looking 
at,  why  not  reduce  the  cost-of-living  increases  for  current  genera- 
tions in  order  to  begin  lessening  that  gap?  Does  that  not  do  the 
most 

Mr.  KOTLIKOFF.  That  would  certainly  improve  the  picture. 

Now,  you  know,  if  you  are  asking  my  preferred  policies,  I  would 
immediately  get  control  of  Medicare  by  establishing  a  Federal  ad- 
ministrator in  each  region  to  purchase  Medicare  coverage  for  the 
population  just  like  any  large  employer  purchases  health  care  cov- 
erage for  its  employees.  The  administrator's  budget  would  grow  no 
faster  than  the  economy.  I'd  do  the  same  for  Medicaid.  That  would 
bring  the  84-percent  net  tax  rate  facing  future  generations  down  to 
about  55  percent.  Then  if  you  do  a  CPI  correction,  you  would  get 
it  down  to  about  50  percent. 

Beyond  that,  I  think  we  need  a  consumption  tax,  which  would 
shift  the  burden  of  the  tax  structure  more  onto  the  elderly,  because 
their  share  of  consumption  is  larger  than  their  share  of  wages. 

Mr.  Stenholm.  I  don't  have  but  a  little  bit  m.ore  time.  I  think 
you  and  I  are  probably  going  to  agree  more  than  even  maybe  the 
chairman.  You  just  said  that  we  need  a  tax  increase,  but  that  is 
not  what  is  holding  up  our  budget.  What  is  holding  up  getting  a 
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bipartisan  agreement  is  those  who  believe  that  we  must  have  a  tax 
cut.  That  is  what  is  holding  us  up. 

Now,  a  simple  question  in  your  studies:  If  we  could  all  agree  that 
the  current  generation  of  young  families  needs  a  tax  cut  of  $500 
per  child,  if  we  can  agree  to  that — and  let  me  just  say  for  a  mo- 
ment that  I  would  agree  to  that,  which  I  don't,  but  say  I  do — pay- 
ing for  it  today  is  important;  right? 

Mr.  KOTLIKOFF.  Yes. 

Mr.  Stenholm.  If  we  take  about  a  .7  percent  reduction  in  CPI 
to  pay  for  that  tax  cut,  what  does  that  do  to  that  chart?  If  we  say 
yes,  we  need  to  make  this  instant  change  because,  according  to 
your  testimony,  we  have  kind  of  overburdened  it  the  other  way,  so 
we  are  going  to  make  an  instantaneous  small  step  in  the  right  di- 
rection right  now,  and  if  we  pay  for  that  with  a  real  spending  re- 
duction, what  does  that  do  to  the  chart? 

Mr.  KOTLIKOFF.  That  would  improve  the  picture  somewhat,  and, 
given  a  little  bit  of  time,  I  could  do  it,  or  preferably  you  should  ask 
CBO  to  do  it.  They  can  tell  you  exactly  how  it  is  going  to  change 
that.  You  could  run  all  your  policy  proposals  through  generational 
accounting 

Mr.  Stenholm.  Would  you  be  in  favor  of  an  immediate  tax  cut 
for  young  families  today  paid  for  by  the  older  generation? 

Mr.  KOTLIKOFF.  Well,  we  need  to  achieve  generational  balance. 
I  said  that  the  elderly  need  to  make  a  contribution  to  this.  We  need 
to  lower  the  burden  on  younger  people.  Whether  you  lower  it  by 
lowering  their  taxes  now  or  lowering  their  future  taxes  is  pretty 
much  a  wash. 

But  the  proposed  tax  cut  is  really  immaterial.  We  have  got  a 
problem  that  is  much,  much  bigger,  and  if  you  folks  don't  start  try- 
ing to  achieve  generational  balance  and  forget  budget  balance,  you 
are  going  to  produce  a  fiscal  disaster. 

I  am  not  talking  to  you  as  a  Republican,  or  as  a  Democrat,  I  am 
talking  to  you  as  a  father.  This  is  not  an  issue  of  Democrat  versus 
Republican,  this  is  an  issue  of  being  an  adult  and  taking  respon- 
sibility. 

Chairman  Kasich.  Mr.  Kolbe. 

Mr.  KOLBE.  Thank  you,  Mr.  Chairman,  and  I  welcome  our  panel. 
I  think  this  is  the  kind  of  hearings  that  we  do  all  too  little  of  here 
in  Congress,  although  the  Budget  Committee  seems  to  do  more 
than  anybody  else.  And  I  welcome  the  testimony  of  all  of  you. 

I  would  say  in  response  to  my  colleague  from  Texas'  remarks,  I 
don't  think  the  problem  that  we  have  with  getting  agreement  on 
the  budget  today  is  getting  agreement  on  a  tax  cut.  I  think  the 
problem  is  getting  fundamental  agreement  on  entitlement  reform, 
which  goes  very  much  to  the  heart  of  what  we  are  talking  about 
here  today. 

And  I  might  say,  my  colleague  and  I  cochair  a  group  called  the 
Public  Pension  Reform  Caucus,  and  I  think  and  I  admire  his  cour- 
age of  stepping  up  and  addressing  this  issue  as  I  think  it  must  be 
addressed. 

I  want  to  get  to  a  point  here,  and,  in  fact,  Dr.  Kotlikoff  has  been 
doing  all  the  answering  so  let  me  talk  to  Mr.  Howe  for  a  minute, 
and  something  that  is  in  your  testimony — actually  this  is  for  every- 
body  
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Chairman  Kasich.  Would  the  gentleman  yield? 

Mr.  KOLBE.  Of  course  I  will  yield. 

Chairman  Kasich.  How  about  let's  take  away  the  tax  cut  from 
young  working  families  and  let's  have  more  entitlement  spending. 
How  do  you  feel  about  that? 

Mr.  KOTLIKOFF.  Not  good. 

Chairman  Kasich.  That  is  kind  of  what  we  are  facing. 

Mr.  KoLBE.  Let  me  just — I  think  you  make  a  very  good  point  in 
here,  and  actually  I  would  address  this  to  all  of  you  in  different 
ways. 

But  Mr.  Howe,  when  you  talk  about  one  of  the  tactics  to  avoid 
in  addressing  this  thing  is  to  say  that  we  should  talk  about  all 
these  separating,  these  issues  separately,  that  is  really  the  heart 
of  this  problem,  it  seems  to  me,  because  you  appear  before  a  group 
of  military  retirees  and  they  say,  "It  was  a  pledge;  it  was  a  promise 
that  was  made  to  me  that  I  was  going  to  get  this  retirement."  And 
Social  Security  recipients  say  it  is  this,  let's  address  this  problem, 
and  the  Medicare  people  say  address  the  problem  over  here.  It  is 
also  addressing  a  different  problem. 

But  don't  you  agree  that  these  absolutely  must  be  addressed  to- 
gether? We  simply  cannot  sit  here  in  this  committee  in  this  Con- 
gress and  talk  about  Medicare  and  Medicaid  and  not  talk  about  So- 
cial Security? 

Mr.  Howe.  Yes,  I  agree  absolutely.  It  is  partly  the  trend  in  re- 
cent years  toward  a  sort  of  a  hyperpluralism  in  our  political  system 
whereby  every  group  talks  about  the  world  that  surrounds  each 
group  and  then  the  next  group  talks  about  its  own  little  world  and 
the  next  group  talks  about  its  own  little  world. 

I  have  experienced  this  repeatedly  over  the  15  years  that  I  have 
been  involved  in  the  politics  of  this.  People  will  say,  "Well,  my  par- 
ticular benefit  takes  a  look  at  the  projections.  It  is  not  going  to  kill 
anybody."  And  you  will  see  that  even  in  regard  to  new  proposals. 
People  used  to  advocate  a  Medicare  Part  C:  We  need  a  long-term 
care  benefit;  that  is  not  going  to  kill  future  workers,  just  that  addi- 
tional cost. 

But  of  course  you  have  got  to  add  up  all  of  this.  It  is  all  leading 
in  the  same  direction.  It  is  basically  all  coming  from  the  same  peo- 
ple, and  it  is  all  going  to  the  same  people.  I  guess  what  I  am  saying 
is,  I  agree  with  you. 

Mr.  KOLBE.  So  that  leads  me  to  my  question  for  everybody  here, 
and  that  is,  how  do  we  do  this  politically?  How  do  we  find  a  way 
politically  to  make  this  happen?  And  I  am  going  to  talk  for  Robert 
here  for  a  second  here.  The  politics,  the  reality,  is  that  young  peo- 
ple don't  vote.  I  mean  they  don't  vote  until  they  start  getting  fami- 
lies and  paying  taxes,  and  suddenly  they  take  a  real  interest  in 
schooling  and  education. 

There  is,  we  know — the  statistics  are  consistent;  they  haven't 
changed  much.  Young  people  simply  don't  vote.  So  politically,  how 
are  we  ever  going  to  get  this  issue  addressed,  other  than  this  ap- 
peal to  our  better  nature?  Is  that  the  answer? 

Mr.  Palacios.  I  don't  have  a  good  answer  for  you.  I  think  the 
Third  Millennium  people  and  the  Concord  Coalition  people  who  are 
trying  to  talk  to  younger  people  on  the  university  campuses  and 
other  places  and  I  think  the  public  relations  effort  by  responsible 
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people  like  Dr.  Kotlikoff  on  that  issue  definitely  are  trying  to  get 
some  of  those  people  involved.  I  think  our  generation  is  becoming 
more  involved. 

Let  me  say  that  I  have  studied  this  topic  a  lot  independently, 
and  I  think  one  of  the  great  ironies  of  the  pension  evolution  of  pen- 
sion history,  public  pension  history,  that  one  of  the  major  justifica- 
tions for  having  government  involvement  in  this  area  was  the  myo- 
pia of  individuals  on  an  individual  basis,  that  they  would  not  save 
and,  therefore,  we  needed  a  paternalistic  government  to  get  in  and 
help  them  and  force  them  to  save.  It  is  one  of  the  continuing  jus- 
tifications. 

But  as  we  see,  it  has  taken  60  years  to  get  to  the  point  where 
we  try  to  have  long-term,  long-range  planning  for  pension  pro- 
grams at  the  government  level.  Government,  in  fact,  is  the  myopic 
entity,  and  I  think  this  type  of  indicator,  this  lifetime  tax  rate,  is 
a  very  good  summary  indicator  that  will  help  my  generation  and 
all  generations,  because  I  do  think  that  older  people  do  care  very 
much  about  this.  It  is  just  that  the  debate  is  very  complex  and  they 
cannot  seem  to  get  a  handle  on  it  many  times. 

So,  to  give  you  an  answer  that  is  not  particularly  generation  spe- 
cific, this  type  of  indicator  published  systematically  and  this  type 
of  debate  in  the  national  media,  I  think,  will  eventually  get 
through  to  younger  people,  and  when  they  see  a  number  like  this, 
that  tax  rate,  I  think  the  25-  to  30-year-old  group  is  in  particularly 
bad  shape  in  that  sense,  and  I  think  people  will  learn  from  this 
type  of  indicator. 

One  thing  you  might  do,  I  suggested,  is  to  compute  this  for  your 
various  congressional  districts.  You  have  certain  demographic  char- 
acteristics in  your  various  congressional  districts.  Let's  compute  the 
lifetime  tax  rates  for  your  different  congressional  districts.  You  will 
find  that  some  of  your  young,  poor  congressional  districts  in  Mis- 
sissippi have  very  lousy  lifetime  net  tax  rates.  And  it  would  be  in- 
teresting, just  different  ways  to  inform  people  about  where  they 
stand  in  this  whole  picture. 

Mr.  KOLBE.  My  time  has  expired.  Let  me  end  with  one  comment, 
that  it  is  about  courage,  not  just  among  political  leaders,  although 
political  leaders  must  lead,  but  also  of  the  American  people  to  face 
up  to  this,  and  there  is  sometimes  a  great  lack  of  willingness  on 
the  American  people  to  face  up  to  this  issue,  and  I  think  that  edu- 
cation and  public  opinion  are  a  great  part  of  that. 

I  would  close  on  a  hopeful  note,  and  that  is  that  I  do  see  some 
changes  taking  place.  First  of  all,  I  do  a  lot  of  talking  about  this 
on  campuses  and  to  high  school  groups,  and  they  get  very  excited 
about  it.  They  do  understand  what  is  going  on. 

I  also  find  that  among  the  senior  citizens  there  is  a  lot  more  will- 
ingness to  address  these  problems  than  I  think  we  give  them  credit 
for.  Maybe  it  is  still  all  in  the  abstract  and  not  down  to  the  specif- 
ics of  their  particular  program,  but  in  the  abstract  there  is  a  much 
greater  willingness  to  address  this  than  I  think  most  people  are 
willing  to  say. 

I  have  dealt  with  it  head  on  in  town  halls  and  have  had  nothing 
but  favorable  responses  from  senior  citizens  on  this. 

Chairman  Kasich.  I  don't  think  we  have  a  false  choice.  It  is  not 
either/or:  Senior  citizens  are  helped  and  the  young  people  get  noth- 
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ing,  or  the  young  people  get  something  and  the  senior  citizens  get 
nothing.  That  is  not  the  issue.  The  issue  is  a  reasonable  amount 
that  is  able  to  bring  what  you  would  call  generational  equity,  which 
is  achievable  if  we  stop  the  demagoguery. 

Mrs.  Meek,  my  friend  from  Miami. 

What,  you  have  still  got  floods  down  there?  What  is  going  on 
down  there? 

Mrs.  Meek.  No;  it  is  changing.  It  has  gone  up  now  to  the  sav- 
ages. So  we  don't  have  that  problem. 

Chairman  Kasich.  Got  to  have  that  Miami  tourist  weather  re- 
port. 

You  are  recognized  Mrs.  Meek. 

Mrs.  Meek.  Mr.  Chairman,  I  have  very  little  to  say  to  our  panel 
today.  They  have  spoken  very  well  about  the  generational  gaps  and 
the  squeeze  on  Generation  X,  but  I  am  concerned  about  the  squeeze 
on  the  lower-income  and  the  middle-income  people  of  this  country. 

Would  you  address  that?  I  don't  see  it  addressed  in  your  treatises 
here. 

Mr.  KOTLIKOFF.  Well,  I  think  we  also  should  do  intragenerational 
accounting  so  that  we  can  see  how  all  the  different  Federal  pro- 
grams are  affecting  the  redistribution  of  resources  within  a  genera- 
tion. 

Take  something  like  Social  Security.  And  this  goes  back  to  the 
issue  of  privatization.  We  pay  Social  Security  benefits  out  based  on 
this  benefit  formula  which  appears  to  be  highly  progressive.  But 
the  way  we  pay  out  benefits  is  to  people  on  the  basis  of  an  annuity, 
so  you  have  to  live  long  to  receive  a  lot  of  benefits.  Poor  people  die 
earlier  than  rich  people.  Consequently  this  program,  which  on  the 
surface  may  look  very  progressive,  is  probably  not  very  progressive. 
It  might  even  be  regressive. 

The  Social  Security  privatization  plan  that  I  advocate  would  give 
workers  ownership  of  the  money  in  their  account.  If  they  passed 
away  early,  their  kids  would  inherit  it. 

One  of  the  reasons  we  have  rising  wealth  inequality  is  that  we 
have  lower-income  Americans  basically  having  all  of  their  wealth 
annuitized  by  the  government  and  not  having  an3rthing  left  in  the 
form  of  net  worth  which  they  could  bequeath  to  their  kids.  So  you 
get  rising  wealth  inequality  over  time. 

I  think  that  inequality  is  very  important,  but  I  don't  think  we 
are  measuring  it.  I  don't  think  we  have  a  handle  on  what  is  going 
on  in  terms  of  how  the  government's  policies  are  affecting  it  or 
whether  they  are  making  it  better  or  worse. 

So  I  am  just  saying  to  you,  I  am  concerned  about  the  issue  of  in- 
equality, as  you  are,  and  as  sensitive  to  that  concern,  but  we 
shouldn't  sacrifice  our  kids,  rich  and  poor  alike,  because  we  are 
worried  about  inequality.  We  have  to  deal  with  both  things.  We 
have  to  deal  with  having  a  generationally  equitable  policy  but  also 
an  intragenerationally  equitable  policy. 

Mrs.  Meek.  So  there  is  no  space  for  economic  equity? 

Mr.  KOTLIKOFF.  No;  there  is  a  lot  of  space  for  economic  equity. 
I  think  what  we  have  been  doing  is  taking  from  poor  kids  and  giv- 
ing to,  in  large  part,  rich,  older  people  as  well  as  middle-income 
older  people  as  well  as  poor  older  people. 
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If  we  continue  with  this  expansion  of  entitlements,  we  are  not 
going  to  have  any  money  to  address  inequality  within  a  generation. 
It  is  all  going  to  go  out  the  door  to  older  people. 

Mrs.  Meek.  This  may  not  be  really  important  to  your  treatment 
of  this  subject,  but  being  of  the  older  generation,  I  know  in  my  dis- 
trict now  when  we  began  to  try  to  improve  our  schools,  or  improve 
any  kind  of  something  that  would  add  a  tax  to  what  is  happening, 
the  older  generation  is  more  amenable  to  doing  that  than  the 
younger  generation.  The  senior  citizen  will  vote  toward  a  school 
bond  passing,  even  though  they  have  been  out  of  school  for  years 
and  years.  They  still  have  the  propensity  to  vote  so  that  the  young- 
er generation  can,  you  know,  get  better  educated  than  they  were. 

I  am  not  here  to  bash  the  elderly.  I  don't  think  the  elderly  are 
sitting  around  demanding  an  8-percent  real  increase  in  Medicare 
spending  this  year.  When  I  talk  to  United  We  Stand  or  the  Concord 
Coalition,  it  is  all  older  people  out  there. 

The  elderly  also  desire  some  fiscal  sanity.  They  care  about  their 
kids  and  grandkids  more  than  anything  else  in  the  world. 

What  we  have  is  policies  which  are  just  running  amuck.  If  the 
government  says  we  will  pay  any  health  care  bill  that  you  will  send 
us,  we  are  going  to  get  what  we  see.  We  need  to  reform  Medicare 
fundamentally,  and  we  need  to  do  it  immediately,  not  wait  for  6 
years. 

Mrs.  Meek.  Thank  you. 

Mr.  Howe.  If  I  could  just  add  to  that,  one  of  the  problems  with 
the  system  we  have,  which  is  a  very  large  across-the-board  wage- 
related  entitlement,  is  that  it  requires  an  enormous  amount  of  gov- 
ernment spending  to  achieve  even  modest  social  or  economic  equity 
goals. 

It  has  always  been  one  of  the  great  ironies  to  me  that,  despite 
the  huge  amount  we  spend  on  Social  Security  and  Medicare  and 
the  huge  increases  over  the  past  20  years,  that  we  still  haven't 
been  able  to  afford  raising  the  SSI  benefit,  for  instance,  for  elderly 
households  to  the  poverty  level. 

One  reason  that  we  can't  afford  to  do  that  is  because  these  enor- 
mous middle  and  upper-class  entitlement  programs  are  draining 
the  Federal  coffers  of  so  much  money.  According  to  the  CBO,  Social 
Security  and  Medicare  spend  some  $50  to  $60  billion  on  households 
with  incomes  over  $50,000. 

Now,  if  you  have  such  an  enormous  amount  of  money  corning  in 
and  out  of  the  government  almost  on  a  revolving  door  basis,  the 
government  becomes  incapable  of  responding  to  the  real  public 
needs  when  they  appear,  and  that  concern  is,  I  think,  something 
we  all  share  on  this  panel. 

Chairman  Kasich.  Thank  you. 

We  have  a  vote  on.  Nick  Smith  and  Chris  Shays — Ms.  Rivers,  do 
you  have  questions  as  well? 

Ms.  Rivers.  No. 

Chairman  Kasich.  OK.  Let's  go  to  Nick  and  Chris,  and  we  will 
be  short  because  obviously — go  ahead.  Do  what  you  want  to  do. 

Mr.  Smith  of  Michigan.  Neil,  you  are  suggesting  that  you  pay 
in  according  to  your  ability  and  take  out  according  to  your  need, 
to  some  extent,  more  than  we  do  now? 

Mr.  Howe.  I  have  advocated  that,  yes. 
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Mr.  Smith  of  Michigan.  I  have  taken  tne  liberty  to  bring  tnree 
copies  of  my  draft  proposal  on  Social  Security  revisions.  It  has  been 
scored  by  the  Social  Security  actuaries.  It  is  a  more  gradual  transi- 
tion, Laurence,  than  yours.  I  would  like  you  to  consider  looking  it 
over  and  giving  me  your  comments  and  reactions. 

Mr.  KOTLIKOFF.  I  would  be  happy  to. 

Mr.  Smith  of  Michigan.  The  estimates  I  get  to  keep  Social  Secu- 
rity solvent  for  75  years  are  approximately  $5  trillion.  When  you 
talk  about  having  some  kind  of  a  retail  sales  tax  to  pay  for  a  tran- 
sition to  your  system,  Mr.  Kotlikoff,  you're  talking  about  a  tremen- 
dous tax  increase. 

But  on  that  point,  if  you  would  look  over  my  proposal,  I  would 
appreciate  it. 

On  the  issue  of  sort  of  a  generation  impact  statement — and  I 
guess,  Mr.  Chairman,  that  is  sort  of  what  we  are  talking  about, 
how  all  of  our  actions  affect  future  generations — I  am  going  to  fol- 
low up  on  some  of  the  questions  that  Mr.  Kolbe  asked. 

Have  you  discovered  any  good  ways  to  convince  people  that  over- 
spending at  the  Federal  level  really  does  affect  their  lives? 

The  argument  that  has  evolved  is  that  borrowing  has  obscured 
the  true  cost  of  government.  But  even  when  I  go  to  a  college  class 
or  a  high  school  class  and  say,  "Look,  here  is  where  taxes  go,"  or 
"a  child  bom  today  will  have  to  pay  $187,000  in  tax  just  to  pay 
their  share  of  the  interest  on  the  Federal  debt,"  somehow  they 
don't  feel  that  this  overborrowing  really  affects  them. 

Have  you  discovered  good  ways  to  communicate  the  effect  that  it 
is  going  to  have  on  younger  people? 

Mr.  Kotlikoff.  I  think  there  are  two  very  good  ways.  One  is  this 
chart  right  there  behind  you.  The  other  is  to  say  to  these  high 
school  kids,  "Look,  the  numbers  the  government  is  putting  out  are 
completely  arbitrary.  They  have  chosen  language  to  make  this  bur- 
den look  really  small.  But  all  of  the  Social  Security  contributions 
you  are  going  to  make  when  you  get  into  the  job  market,  they  could 
also  be  called  borrowing  because  when  you  make  those  contribu- 
tions, the  government  gives  you  an  lOU,  a  promise  to  pay  your 
benefits  in  the  future.  So  if  we  registered  all  the  Social  Security 
contributions  this  year  as  loans  from  the  private  sector  to  the  gov- 
ernment, we  would  have  a  deficit  which  is  not  $250  billion  but  is 
instead,  close  to  $600  billion." 

So  I  think  you  need  to  point  out  that  we  are  engaged  in  deficit 
delusion.  We  have  an  "emperor's  new  clothes"  situation.  We  are 
looking  at  numbers  which  have  no  connection  to  our  fundamental 
fiscal  policy.  Also  tell  them  we  need  generational  balance  and  not 
budget  balance.  I  think  that  message  is  an  intellectual  message.  It 
is  going  to  shock  people.  It  is  correct,  and  it  is  true,  and  it  is  also 
interesting,  and  it  will  get  their  attention. 

Mr.  Smith  of  Michigan.  Neil,  a  good  way  to  communicate. 

Mr.  Howe.  Can  I  just  comment  briefly  on  the  subject  of  the  sup- 
posed apathy  of  the  unplugged,  the  Generation  X,  that  has  come 
up  more  than  once  in  this  hearing. 

Richard  Wirthlin  once  did  a  study,  a  rather  well-discussed  study, 
on  the  so-called  family  gap,  the  fact  that  families  with  children 
generally  tend  to  be  rather  more  conservative,  particularly  on  fiscal 
issues,  than  single  households  at  all  age  levels. 
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One  of  the  interesting  things  he  found  was  that  this  gap  is  actu- 
ally largest  among  20-somethings,  and  one  of  the  things  you  find 
is  that  when  young  families,  after  they  are  out  of  college  and  when 
they  are  in  the  labor  market  and  finally  do  get  married  and  begin 
to  have  children  and  start  voting,  that  is  when  they  turn  off  MTV 
and  that  is  when  they  start  getting  involved  and  really  start  think- 
ing about  their  future  and  paying  into  their  40 IK  plans. 

I  think  that  just  looking  at  MTV  and  looking  at  people  in  their 
late  teens  and  early  twenties  is  not  really  giving  you  a  good  indica- 
tor of  where  this  generation  is  going  as  they  hit  their  early  thirties. 

Mr.  Smith  of  Michigan.  How  do  you  get  their  attention,  Robert? 

Chairman  Kasich.  Nick,  we  have  another  member.  Why  don't  we 
have  him  walk  with  you  to  vote  so  that  Chris  can  ask  a  question 
or  two,  because  we  are  running  out  of  time,  OK?  If  you  want.  It 
is  up  to  you.  If  you  want  to,  you  know,  shaft  Shays,  it  is  up  to  you. 

Mr.  Smith  of  Michigan.  OK.  Robert,  then — no,  Chris,  go  ahead. 

Mr.  Shays.  I  don't  mind  you  asking  the  last  question.  I  just  have 
two  questions.  Do  you  want  to  finish  with  that  one? 

Chairman  Kasich.  If  you  don't  stop  arguing  about  it,  you  won't 
have  any  time  left. 

Mr.  Shays.  Bottom  line,  what  is  the  national  savings  rate  again, 
please? 

Mr.  KOTLIKOFF.  The  most  recent  number  suggests  it  is  around  3 
percent. 

Mr.  Shays.  How  much  of  that  goes  to  fund  the  national  debt? 

Mr.  KOTLIKOFF.  To  fund  the  national  debt? 

Mr.  Shays.  Is  42  percent,  about,  of  all  national  savings  going  to 
fund  the  national  debt? 

Mr.  KOTLIKOFF.  When  you  say  the  national  debt,  the  national 
debt  is  about  70  percent  of  GDP  right  now. 

Mr.  Shays.  We  are  paying  $233  billion  of  interest  rate.  How 
much  of  that  represents  interest  of — our  total  savings? 

Mr.  KOTLIKOFF.  As  a  fraction  of  our  total  savings,  it  is  about  the 
same  number.  It  is  about  as  big  as  our  total  savings.  So  if  all  the 
interest  payments  could  be  saved,  we  would  have  probably  twice 
the  national  savings  rate.  Let's  put  it  that  way.  But  again,  what 
you  call  interest,  what  you  call  borrowing,  what  you  call  taxes, 
what  you  call  transfer  payments,  is  completely  arbitrary  and  you 
need  to 

Mr.  Shays.  With  all  due  respect,  it  is  not  completely  arbitrary. 
I  mean,  we  don't  have  time  now.  It  is  not  completely  arbitrary.  I 
mean,  yes,  we  have  to  make  some  assumptions  but  I  think  I  asked 
a  fairly  simple  question,  and  help  me  understand  why  it  is  not  so 
simple.  We  are  spending  over — how  much?  What  is  our  national 
savings  rate? 

Mr.  KOTLIKOFF.  It  is  around  3  percent,  a  little  more. 

Mr.  Shays.  What  is  the  total  amount  of  national  savings?  How 
much 

Mr.  KOTLIKOFF.  It  is  about  $200  billion. 

Mr.  Shays.  And  we  are  spending  $233  billion  just  carrying  the 
interest  on  the  national  debt? 

Mr.  Smith  of  Michigan.  Yes,  about  that  rate. 

Chairman  Kasich.  I  think  what  he  is  driving  at,  Doctor,  is,  this 
is  money  that  could  be  used  to  be  productive  in 
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Mr.  Shays.  It  could  be  invested  in  new  plant  equipment. 

Mr.  KOTLIKOFF.  Right.  But  what  I  am  trying  to  get  across  is  that 
the  Social  Security  benefits  we  are  paying  to  people  could  also  be 
called  interest  payments  for  past  loans  from  those — we  could 

Mr.  Shays.  Well,  one  last  question.  In  your  discount,  what  inter- 
est rate  do  you  determine  in  your  discount  rate?  What  is  the 
present  value? 

Mr.  KOTLIKOFF.  These  calculations  have  been  done  with  a  6-per- 
cent real  interest  rate.  We  have  used  3  percent,  9  percent.  We  have 
presented  the  numbers.  No  matter  what  reasonable  interest  and 
growth  rate  assumptions  you  make,  you  have  a  very  bad  picture 
coming  out. 

Mr.  Shays.  Yes,  but  it  varies.  I  mean  it  is 

Mr.  KOTLIKOFF.  The  ratio  of  the  column 

Chairman  Kasich.  What  do  you  use,  Larry? 

Mr.  KOTLIKOFF.  6  percent. 

Chairman  Kasich.  Thank  you. 

I  mean,  what  you  end  up  with  here  is  a  definition — I  mean,  do 
you  know  why  economists  were  made?  To  make  astrologers  look  ac- 
curate. You  have  got  to  talk  to  this  guy  in  clear  terms  because 

Mr.  Shays.  Well 

Chairman  Kasich.  He  wants  answers.  He  doesn't  want  a  little  of 
this,  a  little  of  that.  He  wants  some  answers. 

Anyway,  I  want  to  tell  you  that  I  kind  of  had  a  light  come  on 
just  sitting  here,  and  I  am  becoming  convinced  that  we  cannot  con- 
tinue to  define  this  issue  on  the  basis  of  this  deficit  business  be- 
cause it  doesn't  work, 

Mr.  KOTLIKOFF.  Amen. 

Chairman  Kasich.  You  know,  it  is  always  a  sum  loss  game  here, 
who  wins,  who  losses,  and  how  much  pain.  I  mean,  that  is  not  the 
way  I  describe  it,  but  it  is  the  easiest  way  for  most  people  to  de- 
scribe it  if  it  isn't  part  of  their  soul.  And,  frankly,  we  need  to  look 
at  new  ways  to  define  this  problem,  where  everybody  becomes  a 
winner  and  everybody  has  to  face  up  to  the  facts.  So  it  is  pretty 
interesting  to  start  looking  at  different  ways  to  define  this  problem. 

I  want  to  thank  you  for  being  here  today.  It  is  a  shame  C-SPAN 
wasn't  here.  This  is  something  that  the  whole  country  really  should 
have  seen.  We  love  to  do  these  kind  of  hearings  because  I  think 
they  are  far-reaching.  We  will  probably  have  you  back. 

Mr.  KOTLIKOFF.  Thank  you. 

Chairman  Kasich.  We  will  have  a  section  on  generational  ac- 
counting in  our  document.  We  have  got  a  long  way  to  go,  but  we 
are  not  going  to  give  up. 

I  want  to  thank  all  of  you,  and  I  will  see  you.  Doctor,  too.  We 
are  done. 

[Whereupon,  at  12:10  p.m.,  the  committee  was  adjourned.] 
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